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American Institute of Accountants 


REPORT OF THE PRESIDENT * 


By WILLIAM H. WEstT 


The occasion of our convening in this beautiful and historic spot 
is not only that we may receive and consider the reports of the 
year now closing, and organize for the year about to open, but also 
that we may commemorate in appropriate manner the completion 
of forty years of the life of this body which, though changed in 
name and form, perpetuates and promotes the aims of that band 
of pioneers, the first in the history of our country to organize for 
the common good of practising accountants and for the upbuild- 
ing of the profession to which we belong. 

It is true that for some years after its formation in 1887 the 
American Association of Public Accountants, as our body was 
then named, developed but slowly. Increasing demands, how- 
ever, made upon the profession by the marked industrial develop- 
ment throughout the country towards the close of the last century, 
and the stimulating influence of the Congress of Accountants held 
in St. Louis in 1904, infused new life into its being, and from that 
time forward the American Association grew both in membership 
and influence. 

This development brought in time new problems in its train, 
and, as a result, those men charged with the direction of the As- 
sociation’s activities became convinced of the need for a more 
compact and effective form of organization control; and voice was 
given to this conviction by President Joplin in 1915 at the annual 
convention in Seattle. Thence evolved, in 1916, our present 
organization under a new name: The American Institute of 
Accountants. 


* Presented at the annual meeting of the American Institute of Accountants, September 20, 
27. 
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It is not my purpose to recite the history of the past; to others, 
so much better qualified, I leave that privilege. It is pride in our 
Institute and its expanding influence which prompts this brief 
reference; and in this pride I know you fully share. 

In the past year the Institute has continued to make quiet but 
encouraging progress in its own widening sphere. Its support 
and coéperation are being increasingly sought by governmental 
agencies, by public organizations having as their aim improve- 
ment in business procedure and in the avoidance of economic 
waste, by the banking fraternity both in its commercial and in- 
vestment branches. This increased recognition comes naturally, 
I am sure, as a result of the growing participation of our mem- 
bers in the public life of their communities, and also, as a 
matter of course, from improvement in professional service and 
accomplishment. 

Encouraging also is the increased interest our members have 
shown in the work of our committees and bureaus. I refer to the 
many helpful replies which have been received to the question- 
naires sent out during the year. There were three of these. One 
related to the report of the committee on education, presented at 
the last annual meeting; another, to information sought by the 
committee on federal legislation, and a third, to the request of the 
bureau of information for greater enlistment of members in its 
service. The several committees to which these replies were re- 
ferred will reflect their use in the reports which will be presented 
later. In all, upwards of 700 replies were received ; this is indica- 
tive of the fine spirit of co6peration inherent in our membership. 
And this being so, may I not take this opportunity of repeatirg the 
suggestion heretofore advanced by the committee on publication, 
that you engage more actively in the support of our official organ 
by contributing to its columns. THE JOURNAL OF ACCOUNTANCY 
is your magazine; it ranks high in the field of technical literature; 
admission to its pages is a credit to the contributor. 

The reports of the council and of the secretary, which will be 
offered later, will present in extended form the history of the year’s 
activities; and the reports of the respective standing and special 
committees will furnish much that is interesting and instructive. 
Again I would urge your close study of these reports. 

As in the preceding year, so in this I have had the pleasure of 
attending the regional meetings of the Institute. It has also been 
my privilege to represent the Institute at various special meetings 
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throughout the country: in October, the annual meeting, at 
Montreal, of the Dominion Association of Chartered Accountants; 
in November, a special meeting, in Toronto, of the Institute of 
Chartered Accountants of Ontario, and this spring, the 30th 
anniversary of the New York State Society of Certified Public 
Accountants, the 30th anniversary of the Pennsylvania Institute 
of Certified Public Accountants, and the spring meeting of the 
Virginia Society of Public Accountants, at Virginia Beach. 

The regional meetings attended were that of the Ohio region 
held in Pittsburgh in November, and the meeting of the mid-west 
region held at Kansas City in June. Fewer regional meetings 
were held this year, due apparently to the difficulty of selecting in 
the several regions places of meeting other than those which had 
recently taken their turn at entertaining. Possibly, also, attend- 
ance upon two such meetings in each year, as has been the custom 
in some regions, and, in addition, attendance at the annual 
meeting of the Institute, demand more time and effort than it 
is practicable for many to spare. It is my conviction, strength- 
ened in these two years, that regional meetings are of great value 
in stimulating and holding the interest of members in our organi- 
zation. They also add to the prestige of the Institute wherever 
held. Particularly are they valuable in the personal friendships 
they create and foster. For all these reasons their continuance 
and development are much to be desired. 

At the Montreal meeting of the Dominion Association of 
Chartered Accountants, to which I have already referred, con- 
sideration was given to the subject of reciprocal relationships with 
American professional bodies. More recently in a letter received 
by me from one of their prominent members, the thought was ad- 
vanced that, if we deemed it practicable, the appointment of an 
Institute committee to confer with a like. committee of the 
Association upon this matter would be appreciated by them. 
It would be a courteous step for us to take, and would result, I 
believe, in further enhancing the goodwill now so strong between 
the two nations. 

The Institute has suffered a severe loss this year in the death of 
its librarian, Miss Louise S. Miltimore. Since the inception of 
the endowment fund, under which the library functions, Miss 
Miltimore has had immediate charge of its operations. Its 
growth in scope and size has been greatly furthered by her de- 
voted interest. That important adjunct of the library, the 
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bureau of information, has reached its present stage of usefulness 
largely through her efforts. We shall greatly miss her efficient 
aid. 

And now, at the close of my term of office, let me say to you 
and to the many members of our Institute, who, for business and 
other reasons, have not been able to avail themselves of the privi- 
lege of meeting with us here on this occasion: 

From my close association with the Institute’s affairs in the 
past two years; from my knowledge of the work undertaken and 
carried through by your boards and committees; from my many 
conversations with our members in all parts of the country, I am 
more than ever impressed with the depth of interest shown, with 
the willingness to serve, with the loyalty to our standards so res- 
olutely maintained. I know of no other organization in which so 
great a proportion of the membership contributes in service to 
the common cause. 

My warmest thanks I extend to the members of the executive 
committee for their valued counsel and support throughout the 
year. May I record also my sincere appreciation of the loyal and 
efficient services of our secretary and his staff. 

I am deeply grateful to you men of the Institute for the honor of 
serving as your president in the two years now at anend. I can 
wish for my successor no greater boon than that he may experi- 
ence such sympathetic coéperation as I have received at your 
hands. 
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Accountants’ Limitations * 
By RoBeRT H. MONTGOMERY 


The title of this paper was suggested to me by an experience at 
Columbia University last winter. Some of the senior students in 
the accounting courses had been analyzing the reports and 
balance-sheets of industrial companies. The students asked me 
questions about two balance-sheets on which they were working 
at the time. One was of a large chemical company, the other of a 
large automobile company. The stocks of each were listed on the 
New York stock exchange and had declined from above par to a 
few dollars a share. Successive balance-sheets had been certified 
by reputable firms of accountants and in each case a reliance on 
the expression ‘‘true financial position” in the accountants’ cer- 
tificates would have justified par value and more for stocks which 
were selling at practically nothing. Since neither company, then 
or later, went into bankruptcy, the usual explanation of “‘going 
concern’’ or book values was not sufficient. The obvious and 
accurate explanation was poor management in one case and 
general depression in the industry in the other. The question 
then arose: Is it impracticable or impossible for public accountants 
to reflect the obvious in their balance-sheets and certificates? If 
investors and stockholders must rely on independent investiga- 
tions regarding operating conditions in each company and the 
specific conditions in each industry, how much benefit flows from 
the certified as compared with the uncertified balance-sheet? 

The incident troubled me and I have not been helped by other 
incidents which have occurred since. In fact, the more I have 
thought about the matter the more I have been troubled. I feel 
that a taking of stock in our profession may do some good and 
can do no harm. If we are attempting too much in some direc- 
tions, and too little in others, a frank discussion of conditions may 
help us to concentrate on matters which we can master, and we 
should acknowledge our limitations in matters which are beyond 
our scope and, what is more to the point, beyond our powers. 

I do not underestimate our broad opportunities and almost 
unlimited usefulness within natural limits. What those limits 
are is the subject of this paper. 


* Address delivered at the annual meeting of the American Institute of Accountants, Del 
Monte, California, September 20, 1927. 
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I would like to emphasize at the beginning of my paper, as I 
shall again at the end, that I do not think the public accountant, 
as such, should prophesy or predict regarding the future results of 
operations or in regard to any financial or economic questions 
which depend for their solution upon unknown factors. I may 
say that he is often in a position where he should be able to do so 
far better than many of those who do not hesitate to prophesy, 
but when, as and if he attempts to leave the realm of the known 
for the unknown, I hope he will call himself a business advisor or 
some other high-sounding name and keep secret his connection 
with public accounting. 


DISTINCTIONS BETWEEN LIMITATIONS 


There are natural limitations upon bookkeepers, statisticians 
and others in the employ of private concerns. They are the 
builders and keepers of the records. Their recc.ds are not trust- 
worthy unless they accurately reflect transactions as they occur. 
To these transactions we can truly refer as the facts of business. 
Their importance must not be underestimated. When the ac- 
countant wishes to analyze and interpret he is helpless without 
the facts. 

It is unnecessary to dwell upon the present-day skill of those 
who keep and are responsible for the accounts of modern business 
enterprises. It is perhaps due to their constantly increasing skill 
that the public accountants add little to many published balance- 
sheets. Whether concerns are highly prosperous or are on the 
thin edge of bankruptcy, there is little difference today between 
the compilations of skilful bookkeepers and the certified published 
accounts. 

Is it satisfactory that there should be no difference? The 
bookkeeper deals with so-called facts which are mere records of the 
past; the accountant is supposed to bring to bear experience and 
skill equal to the bookkeeper’s, plus something else which, 
shortly stated, is opinion regarding or interpretation of the 
facts—notamererestatement. On the extentor useof these opin- 
ions and interpretations rests the future of the profession. If our 
limitations restrict these to confidential use our association with 
published balance-sheets is a private, not a public, benefit, and we 
are wrong to emphasize the value of our services to investors when 
they never hear of our opinions or interpretations, unless and until 
a concern goes on the rocks. 
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We have all heard criticisms of the accountants who have cer- 
tified the balance-sheets of concerns which subsequently en- 
countered financial difficulties. The accountants may have 
certified the balance-sheets under the time-honored (but I think 
moss-covered) tradition that as long as we use the term “going 
values’’ the concern can go bust any time it likes and no one can 
criticize us. 

I do not say that accountants should be criticized for adhering 
strictly to the going-concern concept—I am still exploring the 
distinctions between professional accountants and skilful book- 
keepers. 

It still lingers in my mind that in dealing with published 
balance-sheets there may be an insurmountable barrier which re- 
strains the accountant from reaching the summit on which we are 
pictured as standing in all the glory of fearless searchers for truth, 
analysts and interpreters and independent investigators who fear 
neither man nor beast. 

One of my perplexities lies in the difficulty of interpreting busi- 
ness conditions without doing a bit of prophesying! 


UNNECESSARY LIMITATIONS 


Sometimes we impose rigid limitations upon ourselves with 
reference to unimportant personal matters and sometimes we are 
uncompromising in our attitude towards equally unimportant 
professional matters. We cherish the theory that self-discipline 
creates character. It does, but not necessarily lovely character. 
If we think back far enough we shall recall instances when we 
were firm, very firm, in our insistence that a client or his represent- 
ative should do or not do a certain thing, and later we discovered 
its relative unimportance. In discussing the natural limitations 
which we must meet, whether or not we are willing to look them in 
the face, I merely mention, without comment, that of all 
professional men the public accountant should avoid like the 
plague the self-imposition of unimportant limitations. We shall 
fall far short of success unless we maintain at all times open minds 
and a solemn realization that we are often wrong and make many 
mistakes. 

It is becoming more and more difficult to keep our feet on the 
ground. The whole world went crazy over the idea that men 
could safely fly across the sea. Our excitement arose chiefly from 
the ever-increasing desire to get a few more emotions or excite- 
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ments out of life. Routine has become more and more irksome. 
Most of us envy the other fellow his job, and some of us dally with 
the thought that we could do it better than he is doing it. I think 
it is nothing to brag about that we are so often called upon to 
certify to the obvious, when nothing more is wanted than a certif- 
icate that the balance-sheet is correct. Suggestions are politely 
received and silently buried. In many cases the client or the 
banker would be happy to receive the certificate and pay a some- 
what higher fee if no work were done than if the accountant in- 
sisted on looking at the books. I am referring now to cases in 
which the accounts are all right and nothing is concealed in the 
published statements. 

It is reasonable for the client to state the object but he should not 
expect to dictate the extent of an investigation, otherwise the ac- 
countant surrenders all independence and becomes a hired man. 
It will be the fault of the profession if this condition continues or 
grows. 

It may be urged that the client should be able to judge for him- 
self what work he wants done. He may be able to do so, and it is 
a fair assumption that in most cases the ideas of the client and the 
accountant agree as to the extent of the work. But in profes- 
sional work one must dominate and the other follow. In law, 
medicine and engineering the practitioner insists on doing his 
work in his own way. We laugh at the parvenu who tries to tell 
the artist what the artist must do. 

It may be that organizations are now being built up which will 
accept dictation as to the extent of their work and so standardize 
so-called accounting services that they can bid on specifications 
and deliver what is ordered, no less and no more. From a busi- 
ness point of view this may be a necessary and logical develop- 
ment of standardization. But it is unthinkable that professional 
accountants should accept any limitation upon the extent of their 
work, and if it be true that some clients wish to secure, merely for 
the name, professional auditors who will do the work that a good 
bookkeeper can do, it is time that such subservience cease. It is 
impossible to agree in advance that one’s opinions will be so and 
so. If opinions are not wanted what ts the basic claim to profes- 
sional standing? 

We have talked for years of the importance and desirability of 
bringing into a business picture a disinterested expert whose 
independent comments and criticisms of the management and 
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results of a business will be helpful. But if he defers to the 
opinion of those whose work and accounts he must examine and 
criticize he loses his right and his reason for existence. 


NECESSARY LIMITATIONS 


At the thirtieth anniversary dinner of the New York State 
Society of Certified Public Accountants the members of the 
society were congratulated on being good diplomats, police com- 
missioners, educators, arbitrators, interpreters of business condi- 
tions, soldiers, sailors, and what not, without much about any 
member of the society being a good accountant. 

It is highly gratifying to think that from the ranks of the pro- 
fession the army and navy and other important activities may 
be manned, and it is an added incentive to the young accountant 
to know that as he grows in wisdom and in stature he may have a 
chance at a job wholly unrelated to accounting. But the pros- 
pect may have an unsettling effect. Is it not possible that the 
horizon of the profession may become unduly broadened by a 
multitude of interests which in the aggregate make less certain our 
most important objectives? As an illustration: Why are so few 
accountants made receivers or trustees? 

Despite much agitation and research we do not seem to be able 
to determine why it is that professional accountants in the United 
States rarely are appointed receivers or trustees. There are a few 
outstanding exceptions, but the number is negligible. The 
answer to the question may be that in this country lawyers want 
the jobs and get them and that the only reason they do not take 
them in Great Britain is that the lawyers are willing to forego 
the appointments. I am not sure that this is an accurate answer. 
Lawyers the world over are pretty much the same—they want all 
they can get. 

One fact is established, viz., in England, there is a demand for 
the service, whereas here there is practically nodemand. Supply 
usually follows demand and no matter how much merit one may 
have he will remain unnoticed and unsung until a demand arises. 

I do not believe that the demand can be accelerated by one’s 
own efforts. We have tried and failed. I am inclined to classify 
receiverships and trusteeships outside the limitations which must 
be recognized. 

In other words, no matter how satisfactory we might be as re- 
ceivers, hardly anybody wants us, and it is not conducive to one’s 
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self-respect to be saying for years that our experience and skill 
peculiarly fit us to do certain things better than anyone else, and 
then to find that we are wasting our time. As a matter of pride 
shouldn't we accept the limitation and brag a little about our un- 
willingness to serve as receivers and trustees? If a certain rule 
holds good we may be overwhelmed by appointments when and 
if we show that we really do not want them! 


LIMITATIONS ARISING FROM LACK OF KNOWLEDGE OF THE FUTURE 


We are told that our outstanding service today lies in the in- 
vestigations which precede the public flotations of securities, and 
the implication is that we serve the public and the investor. 
But how many investors know that many proposed flotations are 
not made because the investigations of the accountants disclose 
weaknesses which were not known to the prospective purchasers 
or bankers? This is a vastly important service and is not fully 
appreciated. 

When representations regarding earnings, etc., are found to be 
true and securities are offered, bankers and their associates sell 
the securities almost solely on the prospects of the future— 
which depend on two major factors, viz., management and 
economic conditions of the particular industry. What has the 
accountant to do with either? If he has convictions, favorable or 
unfavorable, on the subject, as far as the public or investors are 
concerned he must keep absolutely silent about them. He 
completed his job when he certified to the past. This is a 
necessary limitation and should not be changed. We must not 
prophesy. 

In the cases which troubled the students they found that the 
prices of the stocks were wholly unrelated to the balance-sheets. 
The losses or insufficient profits shown by the income statements 
told much of the past, but little regarding the future. The 
problem may be insoluble. If it is, we should recognize it. 

Nevertheless, when businesses are successful, earnings increase 
and stocks rise, what measure of credit goes to the public ac- 
countant? None! When business declines because of poor 
management or depression in certain industries, who is criti- 
cized for certifying the ‘‘true”’ financial position of a com- 
pany which shows $200 of net assets per share of a preferred 
stock that sells for $2 a share on the exchange? The public 
accountant! 
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IS SO-CALLED CONSERVATISM A NECESSARY LIMITATION? 


I think that our so-called conservative attitude has been used 
against us by those who are sharper than we are. We are still 
discussing whether or not the values on a balance-sheet shall be as 
true as we can make them or as obscure as others want us to make 
them. When others want assets which are worth far more than 
cost to appear at cost they appeal to our ancient tradition, and we 
acquiesce. When they want assets to appear at reconstruction 
value they have an appraisal made and we use it. When fixed 
assets decline in value who ever heard of an appraisal? Take it 
any way you like, the so-called conservatism of the accountant 
hides understated values which it can never harm any one to 
know or hides overstated values which it would be useful to know. 

I am afraid it is not courage which started the conservatism 
which accountants have, but fear. I want to see the profession 
maintain a reputation for sound conservatism but I do not want it 
to be an empty gesture. 

It requires little courage, little skill to certify to the accounts 
of a concern which has made and is making a lot of money. It 
requires great courage, great skill properly to certify the accounts 
of a concern which has lost or is losing money. 

We are pretty human after all and will only improve when our 
limitations are known to us. I seriously suggest that we set up a 
committee or tribunal which will impartially investigate the ac- 
countants’ deficiencies, if amy, whenever a concern gets into 
trouble. It should be arranged in advance as it would be in- 
vidious to start the movement after something happens. In 
order to be absolutely impartial as to who would be hit first I 
would suggest that we start with the stock exchange. Take the 
first company which has a creditors’ or stockholders’ committee 
appointed or a receiver or takes any similar action which indicates 
financial difficulty. If one of our members has certified the 
balance-sheet let us analyze the situation and get at the facts. 

If students in accounting courses think it worth while to do this 
and spend much time on it (perhaps fruitlessly), we should be 
much more interested. 

The public accountant has no superhuman qualities, and it is 
harmful to the profession to have it said of us that we can perform 
beyond very reasonable limits. An accountant is a critic who 
knows something about accounts. I feel quite sure that we do 
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not do enough research work, although we have material of un- 
limited value. 

One of the perils of conservatism is that it leads to inaccuracies. 
What may be beneficial to society as a whole may be a calamity 
to certain individuals. 

This is well illustrated by the almost ludicrous inaccuracies of 
Secretary Mellon regarding the national budget. During the war 
years when excess-profits taxes were new and untried, the actua- 
ries of the treasury were uncanny in their estimates of revenues. 
Came Secretary Mellon and post-bellum years and simultaneously 
came tax estimates which were wrong by hundreds of millions of 
dollars. The only explanation we have evcr had is that the 
estimates were conservative! I for one do not believe the ex- 
planation. I believe that the actuaries are as capable as ever, but 
that Secretary Mellon, knowing that he had to deal with ex- 
travagant congresses, changed a figure or two and said ‘Boys, 
this is all you have to spend.” 

I am not sure that public accountants have a moral right to 
follow such procedure. In the past we have taken pride in under- 
stating assets and overstating liabilities. It is not accurate 
procedure, no matter how commendable it may be, and in the 
long run ill-advised conservatism defeats its own purpose. 
Within the last few weeks the daily newspapers have reported 
several statements from prominent congressmen to the effect that 
next winter tax revision and appropriations will be based on the 
experiences of the last few years and it will be assumed by these 
congressmen that the treasury surplus next year will be several 
hundreds of millions of dollars more than is predicted by the 
treasury. 


CAN THE VALUE OF ASSETS BE SEPARATED FROM THEIR EARNING 
POWER? 

Balance-sheets often show historic costs and do not show present 
values. 

It must be admitted that the effective and profitable use of 
property depends on management, because in every industry we 
find that of different concerns owning the same sort of plant 
facilities some earn and some lose money. An appraisal of assets, 
not based on income, remains ineffective, because the action of 
purchasers of product is voluntary and depends on the will of the 
purchaser. This will to purchase must be considered with the 
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appraisal, or we exhibit an incomplete picture. I wish a com- 
mittee of accountants would take the balance-sheets of fifty 
corporations listed on the New York stock exchange whose shares 
are selling at more than book value (excluding goodwill) and fifty 
corporations whose shares are selling at less than book value, and 
draw therefrom an answer to the question: ‘‘What is there to 
guide an investor in the asset side or net worth of a balance-sheet?”’ 
Probably it will be found that management and general prosperity 
in an entire industry are the major factors which affect both the 
prices and values of shares. 


LIMITATIONS IMPOSED BY STANDARDIZATION 


Our most precious asset is our independence in thought and act. 
Our method of expressing the use of our asset is by means of 
opinion or judgment. Slavish adherence to definitions or prec- 
edents would reduce our usefulness to a vanishing point. As 
has been said by George Agnew Chamberlain, ‘‘The seriousness 
of the Anglo-Saxon race, on its knees before accepted definitions, 
is the most stupendous joke on earth.” 

I do not think that we, on our professional side, are ready for a 
classification of services. In my opinion, it would not cure any 
present defects and it might obscure some of our insufficiencies. 
As it is impossible to standardize the minds of accountants, their 
work and their services can not be standardized. 

A review of forty years of practice reveals to me unlimited 
scope and steady development in the service which calls for a free 
expression of what we believe to be true. As critics we are un- 
excelled. In the personal work for a known audience there are no 
limitations on the use of our skill and experience; when addressing 
the unidentified there are natural and logical limitations which are 
irksome even though they are necessary. 

Any published classification of services is sure to be used by 
those who would impose limitations upon us. Instead of more 
limitations we should seek more freedom of speech, greater op- 
portunities for unlimited service. If there are unrest and dis- 
content within our ranks it is as it should be. It is a hopeful sign. 
We must keep our ideals and not lose our vision. Without dis- 
content there will be no progress. Most of us do not wish to be 
standardized or classified. We long to be free to do our best, say 
what we think and accept the full consequences for our short- 
comings and mistakes. We long for unlimited opportunities and 
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we fear any restrictions on hours of work, pay per hour or ex- 
pressions of opinion. We will not join the accountants’ union 
unless and until we can standardize and equalize our brains. 
Hand work has been standardized, brain work never. 

In our endeavors to improve we add the pursuit of culture to 
the constant pursuit of technical skill and experience. Matthew 
Arnold has defined culture to be ‘‘contact with the best that has 
been said and thought in the world.’’ Specialization is the per- 
sistent foe of culture. There is too much tendency to overvalue 
the sayings and doings of others. We eagerly read the book or 
article which has been written by one whose experience is less than 
our own. We suffer from prosperous critics who condemn every- 
thing which is old-fashioned or virtuous and pose as leaders of 
thought but never suffer for their views. We have few modern 
martyrs. We are afraid to confess that we do not know every- 
thing; we are afraid to confess that we have severe limitations, and 
because we do not acknowledge our deficiencies we fail to remove 
them. We gather knowledge, we accumulate experience but how 
much of it have we applied to the solving of business problems? 

I think we should set ourselves against standardization and try 
to put over what we can deliver. For one thing let us set our- 
selves to the problems which confused the Columbia students. 
There would have been no confusion in their minds if they had 
asked for and received balance-sheets set up for a specific purpose. 
During the past year or two much has been written about 
balance-sheets for special purposes. There has been much 
criticism, other than from Professor Ripley, of the conventional 
condensed balance-sheet and income account. But I can see no 
practicable or safe way of certifying for publication purposes 
more than one balance-sheet of the same concern at the same date. 

The solution (if the problem is soluble) is to improve the con- 
tent of the present all-purpose balance-sheet. Practically all 
corporate officers are keen about disclosing all that properly 
can be disclosed. It is quite possible that a little missionary 
work may lead to more informative balance-sheets. Some of us 
have thought that balance-sheet practice would improve if and 
when we were to agree on good accounting procedure, but I am 
afraid that the problem is more difficult and the cause of the 
trouble deeper seated. 

So far I have confined myself to practitioners. It has been 
urged that classification of services is important to students. 
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This is obvious in so far as the purpose of classification corre- 
sponds with the courses of study which must be imposed upon 
students in addition to practical experience. The study and 
reading necessary to the student are so broad, however, that I 
question the advisability of any limitations upon their concept 
of professional service. If they will study one subject after 
another they will gain a general familiarity with all phases of 
accounting work. 

A prescribed classification would be desirable if it were possible 
to agree upon its content. It will do no harm to discuss classifi- 
cation, but I deprecate any move which tends to limit or define 
the thing we do so well, i. e., critical or analytical work. 

There are no known limits to culture, education, technical 
training, skill, experience. This is the true heritage of the public 
accountant. In our zeal to educate others we are apt to claim 
that we have discovered something new, and that if we can not 
impart and others receive it the world will suffer an irreparable 
loss. Occasionally, when I tremble at the thought of some new 
way of lightening the burden of students I turn to the written 
records of accountants whose zeal equaled ours and of whom we 
have authentic records back to 1494. Almost always I find that 
some one had the same thought two or three hundred years ago 
and that it was expressed then better than I can do it now. In 
looking for a few thoughts on the education of students in ac- 
countancy I found a reference by a comparatively recent writer 
who had read the earlier writers and who admitted that he had 
improved upon their methods. In the preface to Book-Keeping 
Methodized, by John Mair, published nearly 200 years ago (1736) 
we find, ‘‘I shall only add, That the Theory of this Art or Science 
is beautiful and curious, very fit for improving the Minds of 
Youth, exercising their Wit and Invention, and disposing them 
to a close and accurate way of thinking. On this Account several 
Gentlemen, after having got acquainted with it themselves, have 
been induced, from the Satisfaction and Entertainment they 
found, to recommend it to others, as a valuable Piece of humane 
Literature, proper to be studied and understood by every one 
who pretends to liberal Education.” 


LIMITATIONS OF ALL-PURPOSE BALANCE-SHEETS 


THE JOURNAL OF ACCOUNTANCY, in an editorial in the June, 
1927, issue, warns the accountant not to accept “‘an indeterminate 
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measure of responsibility”’ and in effect suggests to accountants 
that we leave inventories alone. This is what I was told nearly 
forty years ago. I do not like to believe that it reflects good 
accounting practice today. I find authority for a gratifying 
increase in the supervision of inventories by accountants. It is 
a useful, critical service. Sometimes in a few hours or at the 
most in a few days, accountants find serious errors in inventories. 
Leaving inventories alone does not appeal to me. When certifi- 
cates of persons associated with the concern under audit are 
mentioned by auditors as a limitation upon their own work the 
impression gets out that we have carefully avoided something 
about which we know nothing. 

We set up huge appreciation in fixed assets, which adds little 
to financial strength and earnings and we hold up our hands in 
horror when it is suggested that we state the market values of 
marketable inventories which have appreciated in value, even 
though the trend thus reflected means a real increase in financial 
strength and earnings. On the other hand, stating an inventory 
at cost or market, whichever is lower, may obscure an unfavorable 
trend, unless the income account clearly reflects the losses due to 
downward fluctuations. But this usually is not the case. I am 
merely trying to discover the point of highest efficiency within 
the accountant’s scope of duties and possibilities. 

We must admit that the accountant does his best and most 
constructive work when he is absolutely free to criticize and 
condemn. When balance-sheets and income statements must be 
published there are natural and logical limitations to their form 
and to their content. It is not enough to say that the accountant 
is limited and sometimes hampered in making public his com- 
ments on past performance, present conditions and future prob- 
abilities. Accountants who are critical of other accountants, 
whose views are not made public, would be astonished if they 
knew how often accountants are wrong and how often executives, 
bankers and lawyers are right. The accountant often accepts a 
compromise in the set-up of a balance-sheet, its terminology and 
the treatment of certain charges and credits. He does not 
necessarily surrender his independence when he modifies or 
reconstructs to meet the wishes of those who also have their 
responsibilities to the public. 

It is not easy to satisfy everyone. For illustration most of 
the forms of balance-sheet proposed or required by the federal 
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reserve and other banks ask that accounts be “‘aged”’ and that 
the classification be stated on the face of the certified balance- 
sheets, but when their requests are analyzed it is found that they 
want the information for themselves and are quite willing that 
no one else should have it. This attitude is not helpful to the 
auditor who is expected to submit a balance-sheet to meet all 
possible conditions. Bankers are the auditors’ best friends and 
greatest trial! 


LIMITATIONS ARISING FROM IGNORANCE OF 
REPRODUCTION COSTS 


It is important to know the cost of reproducing essential plant 
or equipment which is wearing out all the time and must be 
replaced. If the replacement period is imminent the depreciation 
allowance may be wholly inadequate, and a concern with a small 
margin of profit may find that depreciation allowances on repro- 
duction costs would wipe out the profit. 

But reproduction of existing facilities frequently does not mean 
reproduction of essential facilities. Herein lies one of the weak- 
nesses of many revaluations. When an appraisal company is 
requested to ascertain depreciated reproduction cost it can not 
be expected to act as a consulting engineer and present an esti- 
mate of what something else more suitable would cost to build. 
The only measures of the value of existing plant are the quantity 
and quality and cost of product which can be turned out. In 
almost all cases where facilities are more than a few years old, the 
owners would not reproduce existing plant in its present form. 
Elements of inadequacy and obsolescence may be more important 
than ordinary depreciation. It is a difficult problem and must 
have attention. 


OF WHAT PRACTICAL VALUE IN THE FUTURE IS A 
KNOWLEDGE OF ORIGINAL COST? 


Balance-sheet valuations at cost ignore the practical, and sub- 
stitute historical and sentimental measures of value. Book- 
keepers and statisticians are forced to deal with the cost of assets 
because they are recorders of business history. Costs are inter- 
esting to statisticians, but most investors are not statisticians. 
What makes an investor buy? What are the controlling factors 
in business? Certainly among the major factors we find the 
intention to pay debts and to realize a profit. We can not pay 
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a single debt with assets at cost, nor can we sell goods at profit 
based on cost. I am of course referring to business in general 
and not to monopolies and near monopolies where cost is used as 
a measure of fair return. The inference might be drawn from 
such businesses that because they operate on a cost-plus basis 
they are invariably successful. If cost alone were enough to 
ensure success the bookkeeper would serve all purposes as well 
as the public accountant. But a survey of concerns which are 
supposed to work solely on a cost-plus basis and of public utilities 
quickly dispels the thought that cost of assets automatically fixes 
profits. 

It has been suggested by several well-known writers that depre- 
ciation allowances should reflect reproduction rather than original 
cost, but the arguments against the rule that depreciation allow- 
ances should be based on original cost are not persuasive. 

Adherence to the assets-at-cost concept does not mean that I 
am in favor of ignoring present values when reasonably trust- 
worthy figures can be ascertained. 

If we were to attempt to retain cost of fixed assets as the basis 
of book and balance-sheet figures and to meet the demand for 
additional information, perhaps the most satisfactory method of 
conveying information on a balance-sheet would be to carry 
fixed assets at cost, less what we usually call normal depreciation, 
and note in parentheses or by footnotes the latest trustworthy 
information about current values. 

When inventories are worth substantially more than cost, the 
same procedure might be followed. 

Professor Ripley is not alone in his criticism of the modern 
balance-sheet, and while some of his comments are unjustified, 
public accountants should study the situation and do their part 
to improve conditions, provided anything can be done. 

One fact we must face. Thousands of revaluations have been 
made and thousands of balance-sheets reflect present-day values 
more or less accurately. Many more thousands of balance- 
sheets have not been adjusted. Considerable numbers of them 
do not even show cost, less normal depreciation, but on the 
contrary show cost, less abnormal depreciation. 

When the practice first started of writing up the value of fixed 
assets accountants were almost unanimous in aggregating the 
offset to excess values in an account called ‘‘surplus arising from 
revaluation.”” Then came no-par-value stock, stated capital, 
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paid-in, initial and capital surplus complications, coupled with 
formidable legal opinions that accountants should mind their 
own business and not use such terms as earned surplus. 

Due largely to pressure from lawyers came the merger of care- 
fully worded special surplus accounts into one surplus account. 
And of course when you only have one surplus account it is all 
available for dividends! And there you are! No wonder it is 
difficult to compare the balance-sheet of one concern with that of 
another in the same industry. 

In the case of new legal entities it is hardly practicable to go 
back to original cost, but it might be feasible, if we all agreed, to 
insist on sticking to cost when no change is made in the legal 
entity. It would be quite simple to state present values or re- 
production cost side by side with cost, and thus convey the in- 
formation which seems to be demanded and at the same time 
circumvent the lawyers by not having any capital surplus for us 
to name and for them to rename. 

Depreciation of the increased values is a serious problem, but is 
not a factor when the appreciation largely consists of land invest- 
ment. Stockholders are entitled to information about such ap- 
preciation and if mentioned in a footnote the disclosure is as 
effective (and safer) than if appreciation be added to surplus. 

The foregoing and other reasons no doubt explain why it is 
that writers and students advocate the preparation of different 
balance-sheets for different purposes, contending that the all- 
purpose balance-sheet loses its effectiveness in most instances. 
It is said that auditors place too much stress upon the possibility 
and probability that balance-sheets—no matter for what purpose 
they may be prepared—will be used as a basis for obtaining credit 
in money or goods, and that this influence is so strong that undue 
weight is given to the factors of current assets and current liabili- 
ties. There is much truth in the claim that more balance-sheets 
are prepared for the use and assistance of clients who are not 
interested primarily in seeking credit than are prepared for 
credit purposes, but as long as the auditor has no practicable 
method of restricting the ultimate use of the balance-sheets which 
he submits he is forced to assume that in every case the balance- 
sheet may be submitted to credit grantors. 

Where there is a personal and intimate relationship between 
the auditor and his clients and where there is a close corporation, 
there should be opportunity for personal and intimate comments 
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and suggestions. The auditor restrained is not the auditor who 
can state what he thinks with all the vigor and candor of which 
he is capable. It is futile to say that the auditor always can make 
a supplemental report in which he can say what he likes. The 
theory is good, but in practice the auditor who has exercised all 
his powers of restraint in the preparation of a lifeless, colorless, 
conservative balance-sheet for publication purposes is human 
enough and astute enough to refrain from putting himself in the 
position of submitting supplemental reports which may bear the 
appearance of inconsistency, even though that may not be a 
fact. 

One of the necessary evils (if evils can be necessary) of the 
auditor’s passion to be conservative is that usually he is conserva- 
tive in those cases when it makes absolutely no difference, 
whereas when concerns are on the edge of insolvency or bank- 
ruptcy he must strictly observe all tenets of good accounting 
practice to the limitation of high asset values and the setting up 
of only those contingent liabilities which are necessary. 

The ordinary all-purpose balance-sheet does not begin to 
disclose all the information required by those who have under 
consideration the financing of a business. A potential purchaser 
very properly wants to know values, and while he is interested in 
what assets have cost he is vastly more interested in current 
values. 

The all-purpose balance-sheet should give the short-term credi- 
tor most of the information he requires, but naturally he prefers 
his own form, and this generally requires a rearrangement and 
amplification of the auditor’s form. 

Those whose chief interests are not centered in the liquidation 
of short-term loans need more information than is contained in 
the all-purpose balance-sheet. The auditor who does his work 
thoroughly will have collected sufficient data to enable him to 
submit a more detailed balance-sheet than is now considered good 
practice. The condensed balance-sheet is the one most difficult 
to prepare. When the inevitable demand for more comprehen- 
sive balance-sheets arrives the auditor can supply it without any 
additional work or any additional fee. 

The balance-sheets prepared by auditors for rate-making pur- 
poses are prepared on the basis of a formula prescribed by law 
and contain many necessary variations from the all-purpose 
balance-sheets. 
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LIMITATIONS ARISING FROM UNAUTHORIZED USE OF REPORTS 


The future success of an enterprise depends upon the profitable 
use of its capital investments. The lender on short time who is 
interested to know whether or not a forced liquidation would 
repay his loans with interest may ignore the value of capital 
assets in determining the credit risk, but the prospective investor 
in stocks or bonds must rely on two major factors, viz., adequate 
facilities properly maintained and adequate earnings. A few 
years ago it was believed that we could not refer to net income 
until all costs and charges were deducted, but now we find that 
perhaps most public offerings of bonds contain statements that 
carry to ignorant or careless investors an implication that cer- 
tain funds are as available for interest as for depreciation and 
taxes. If it were not for the sincerity of most of these statements 
I would have to characterize them as intentionally misleading. 
And, of course, I do not refer to the statements where the amounts 
of depreciation, depletion and taxes are clearly stated some- 
where in the circulars, so that investors can determine without 
too many computations of their own how much net income is 
left after the deductions for depreciation and taxes. It is beside 
the point to say that public accountants do not certify to net 
income unless depreciation and taxes have been deducted, but 
the investing public is not astute enough to determine, after 
reading many bond circulars, what the accountant has certified 
and what the banker has computed. If the practice is wrong, 
accountants can readily tell the bankers what must go in and 
what must be omitted. There is no law to force an accountant 
to continue to work for bankers who issue misleading or inac- 
curate circulars. 

Statements showing so-called net earnings from which depre- 
ciation and taxes have not been deducted are fallacious because 
there is absolute necessity for the maintenance of capital assets 
and the payment of taxes at least annually and in every practical 
sense before interest on bonds. By a practical sense, I mean 
that taxes and capital renewal expenditures must be made 
currently precisely the same as expenditures for raw materials. 
The penalties for not paying federal income taxes promptly are 
so heavy that practically all corporations pay their instalments 
sharply on time. 

The limits of this paper will permit no more than a reference to 
judicial valuations. Our ideas of the meaning of “‘going value”’ 
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receive a jolt when we survey the interpretations of the courts 
dealing with the subject. In some outstanding cases the courts 
have determined the value of specific property to be vastly more 
than book value. Intangibles have been measured and large 
values attached. Certainly from the standpoint of those who 
consult balance-sheets for any purpose whatever the disclosure of 
assets with true earning power is of controlling interest as against 
the showing of assets at cost which have no reasonable earning 
power. 

Therefore when we speak of the ‘“‘going concern’”’ concept we 
must adopt authoritative definitions of the term and ignore the 
accountants’ definition—if it disagrees. 

In many cases judicial determination writes down book values 
when they are excessive because of mistakes or other factors 
which make the cost of assets no longer representative of value. 
The common use of the word ‘‘ going”’ comprehends motion or use. 

The courts have decided that ‘‘going value’’ means something 
entirely different in the following cases: 

Rate making—when an owner is entitled to a fair return on the 
value of his property. 

Taxation—when an owner is entitied to the same basis of 
assessment as others similarly situated receive. 

Sale under foreclosure—when there are different kinds of liens. 

In the case of reorganizations, when dissenting stockholders 
are entitled to the fair value of their shares, the ordinary balance- 
sheet sheds little light on the net worth of the corporation. I do 
not include forced sales under foreclosure, etc., as then the upset 
price which may be fixed in advance has no necessary relation to 
going values. But the courts never deal with going values unless 
the status of the interested parties is known, and this accounts 
for the widely varying values placed upon similar assets. 

In the monograph on accountants’ reports published in 1927 
by the New York State Society of Certified Public Accountants 
this significant statement appears: 


“The creditor is entitled to all information which has a material 
bearing upon the credit risk; and a certified balance-sheet is usually not 
sufficient.” 


‘ 


If the short-time creditor is entitled to more information 
than usually is furnished, certainly the long-time lender or the 
investor is entitled to far more information than the ordinary 
creditor. 
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From the standpoint of the inquiring investor the conservative 
balance-sheet will be from the prosperous and well managed 
company and because of its conservatism will not give him the 
full, true picture. 

When there is poor management or the concern or industry is 
not prosperous the balance-sheet will not be conservative. 
Good accounting practice will be strained to the limit to obscure 
the bad and to magnify the good. 


LIMITATIONS IMPOSED BY AND ADVANTAGES DERIVED FROM 
LEGISLATION 


There will be attempts to limit our activities by restrictive 
legislation, which purports to classify accountancy as a profession 
and would probably recognize, as qualified public accountants, 
vast numbers of the unqualified and refuse to recognize at all 
many who are qualified. This is a limitation beyond the scope 
of this paper and may be dismissed with the thought that it is 
highly amusing if not edifying to find that those who wish to 
protect bankers from the unqualified usually are unknown to 
the bankers, whereas the only ones who are to be barred are the 
very ones upon whom the banker relies. 

The public cares little whether or not the public accountant is 
legally or in common parlance a member of a profession. In 
referring to accounting as a profession there is an implication 
that it is in itself a profession, that it has marks of identification 
which distinguish it from other professions. What these marks of 
distinction are I do not know. I have never been able to under- 
stand just what it is we gain from calling ourselves a profession. 
Do we merely try to put over to the doubtful and skeptical that we 
de use brains instead of hands or machines? It has not hurt us 
to keep on insisting that our work is of a professional character 
but we must remember that most of our clients refer to their own 
commercial activities as professional pursuits. President Lowell, 
in conferring their degrees upon the graduates of the Harvard 
school of business administration, spoke of ‘‘ Business, the oldest 
of the arts, the youngest of the professions.”” This either includes 
us or excludes us, you can take your choice! 

In United States v. Laws (163 U.S. 259) the United States su- 
preme court in deciding whether or not an accountant was a mem- 
ber of a learned profession said: ‘‘. . . However broad such meaning 
may be, it would seem that an accountant would fall without it.” 
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Probably no one would dispute that if you omit the word 
“‘learned’’ we are members of a profession. The new standard 
dictionary defines the word profession as follows: ‘‘ An occupation 
that properly involves liberal education or its equivalent, and 
mental rather than manual labor.’”’ If we apply a broad inter- 
pretation to the foregoing we find that there are hundreds of 
professions. 

So far legislation largely has concerned the individual. The 
demands of the public largely have concerned the accountants’ 
organizations. There has been a conflict and the issues will 
become more acute in the near future. 

In his fundamental work the public accountant functions and 
will continue to function in spite of and not because of legislation. 
Legislation has been valuable in demanding more study and in 
keeping together the best elements in the profession but it has 
not made a learned profession out of accounting and never will. 

In one state at least (Ohio) the legislature has taken notice of 
the existing lack of uniformity and clearness in balance-sheet 
terminology and has paved the way for the accountant to stiffen 
his backbone. It is provided, for instance, that unrealized ap- 
preciation, if entered in the books, must appear in accounts 
separate from surplus profits and capital surplus or paid-in 
surplus. Surely there will be no excuse for an accountant to 
allow his name to be connected with a balance-sheet in which 
the separation on the books is not expressed on the balance-sheet. 


IS THERE ANY LIMIT TO THE SIZE OF A PROFESSIONAL FIRM? 


Accountants should not pose as public benefactors. Many have 
been forced to carry on their practices as businesses and have 
tried to maintain professional standards. The task is difficult 
and the outcome is somewhat uncertain. It is charged that large 
accounting organizations are well equipped to turn out fine 
specimens of balance-sheets and income statements under the 
most approved factory methods of quantity production and 
standardized product. But what is intended to be a reproach 
may be founded on inaccurate premises. Sometimes the highest 
quality is found in the largest factories and the best product is 
the result of painstaking standardization. The justifiable com- 
ment may be that professional work can not be done in quantity 
nor under standardization of methods. Probably big business 
which has forced into being big accounting organizations has 
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forced some accountants out of the profession, unless we admit 
that the accounting profession is not a learned profession which 
demands personal attention to all details. 

It is not necessary that the accountant should ignore stand- 
ardization but he should not worship it. 

The outstanding characteristic of the accountant today, as it 
always has been, is character. Then he must have courage and 
imagination. To his integrity he should add some knowledge of 
accounts. The tendency is to standardize his service and to 
subordinate his imagination. If care is not taken the most essen- 
tial element will be removed—namely, personal service. 

In our business organizations the accountants have gone so 
far that the general counsel for the commissioner of internal 
revenue says that the income of partners in accounting firms is 
not earned income, in the sense that it is derived from personal 
service. We are charged with running big business enterprises. 
It may be that the only professional accountants are those who 
render personal service. 


SERVICE WHICH HAS NO LIMITATIONS 


There is practically no limitation on the work of determining 
costs or profits of departments of businesses, of comparing re- 
sults of one department with another, of comparing costs and 
results of one concern with other concerns. Accountants accumu- 
late vast stores of data of incalculable value which are often unused 
because of the apparent necessity of secrecy and repression. 

The Institute did a fine piece of constructive work in the prep- 
aration and distribution of the bulletin ‘“‘Credit frauds” in 1925. 
The accountants’ participation in the running down of fraud was 
described in numerous ways. How could the accountant be more 
useful? What is more constructive? The estimates of losses 
due to credit frauds run into the hundreds of millions annually. 

In this work there are no limitations on the accountant. He 
can prophesy and estimate and cogitate and allow his imagina- 
tion to run riot. It is not unattractive and is highly appreciated. 

There is no limit on the services which accountants are render- 
ing to private individuals who want to know all about a business 
in which they are or may be interested. 

I have been amazed at the quantity and quality of accounting 
literature which has been produced during the last six years. 
If it had not been for this paper I suppose I would not have had 
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the pleasure of reading more than a small proportion of highly 
creditable and interesting books all dealing with the present 
wide ramifications of our profession. It makes one proud to 
realize that so many important contributions are being made. 
Most of these books and articles deal with the constructive 
possibilities of service—the sort of service which is unlimited in 
scope. If our logical expansion lies in more attention to details, 
more skill in criticism and suggestion, no better equipment can 
be secured than a library of perhaps 200 books on accounting 
subjects. They contain accumulated knowledge and experience 
of the profession as a whole. If they can not be read by all they 
can be digested or summarized by some one in each accounting 
organization. Lawyers, doctors and engineers of the highest 
standing and largest practices are those who have made the best 
use of the literature of their professions. 


CONCLUSION 


In weighing necessary and unnecessary limitations I decided 
that the profession is in a highly satisfactory condition where 
our work is not for general consumption, and somewhat unsatis- 
factory where certified published balance-sheets are concerned. 
Most of the limitations appear to be necessary and permanent. 
I am afraid that most of our most brilliant work will be unknown 
and unsung by the multitude. After I completed the first draft 
of this article, I decided that my personal conclusions required 
authoritative corroboration. I quickly found plenty, so much 
in fact that time and space will not permit the reference which I 
would like to include in this paper. Something has started. I 
am not enough of a prophet to define the end, but I can interpret 
the trend. The best summary of this trend is found in the report 
of the Robert Morris Associates committee on coéperation with 
public accountants which says, in part: 


“Our efforts should be directed toward prevailing upon our customers 
to submit to a general or detailed audit and under any circumstances we 
should not permit the submission of a statement which does not make a 
satisfactory presentation of the various items. There is hardly anything in 
connection with the analysis of a certified statement that would be of more 
assistance to us than to prevail upon our customer to give the accountant 
permission to talk to us freely. This sounds as though it might be diffi- 
cult to accomplish, but actual experience does not bear this out. 


The trend, as I interpret present conditions and demand, is 
towards detailed audits and more freedom of expression by the 
public accountant. 
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What Is the Matter with Accounting? + 
By HENRY RAND HATFIELD 


Some there are who have made bold to exalt accounting 
because of its antiquity and to draw invidious comparisons 
with the natural sciences. These boast that the essentials of 
accounting had already been developed at a time when medi- 
cine, and biology, and chemistry were still a mass of fantastic 
superstitions. 

Writers who dwell on the long existence of correct accounting 
methods are prone to exalt the science as representing the old 
nobility among a horde of upstarts, and to assume that its age is 
a testimonial of its dignity and worth. But may not these 
very facts bear a different interpretation? Accounting was well 
established while other sciences were undeveloped. Is that to 
say that in four hundred years the natural sciences have made 
tremendous advances, that alchemy has changed into chemistry, 
astrology into astronomy, and the medicine man has become a 
bacteriologist, but that accounting alone boasts of its past, 
and with more than British conservatism refuses to budge? 
Antiquity in this case may mean petrifaction; early maturity may 
mean senile decrepitude; the symbol of the accountant may 
perhaps be an Egyptian mummy, which was the same four 
thousand years ago as it is today. 

The introduction of bookkeeping was not an isolated phenome- 
non, but part of a general awakening, when men’s minds, after 
centuries of stagnation and slumber, in a measure broke from 
the traditions of the past and began to think along new lines. 
But in other sciences this awakening, or this renaissance, was 
only a beginning. Is it conceivable that accounting alone came 
forth in a nearly finished form that needed no improvement? 

But perhaps accounting has in reality progressed despite the 
assertions of its protagonists. It was indeed claimed, more than 
two hundred years ago, that accounting had reached a state of 
perfection, and that ‘‘without a fault nothing can be rescinded 
from or added to it.’’ Yet, strangely enough, almost every 
subsequent textbook has claimed to be a new or improved system 
and that what went before was practically worthless. 


* Address delivered at the annual meeting of the American Institute of Accountants, Del 
Monte, California, September 21, 1927. 
267 











Si 











The Journal of Accountancy 








Let us turn from such vague claims of advance and ask for 
details and specifications. Have substantial discoveries been 
made in the science of accounting as in other fields of human 
knowledge? 

Yes, says Holland, speaking for the seventeenth century, for 
my great scholar Stevin, who advanced mathematics through his 
invention of the decimal system, did also introduce—the com- 
pound journal entry. 

Yes, says England, for I place beside the name of James Watt, 
who in the next century invented the steam engine, that of 
Edward Thomas Jones, whose work was protected by patent and 
lauded by the governor of the Bank of England as an entirely 
new system of accounting. 

Yes, says Italy, for the nineteenth century saw not merely the 
dazzling discoveries of Marconi, but the introduction by Cerboni 
of a really new system superior to double entry and adopted by 
the Italian government. 

Yes, says America, in this latest era, I place on the scroll of 
fame, alongside the achievement of aviation, the introduction of — 
loose-leaf ledgers. 

A rather sorry list of achievements. Compound entries are but 
poor rivals to so momentous an invention as the decimal system. 
Jones’ heralded invention is one which those of you who know of 
it at all remember only as a curiosity. Logismography, despite 
certain merits, has in fifty years declined rather than expanded. 
And the loose-leaf system, while a more generally accepted 
improvement, is, forsooth, at best but a somewhat petty tech- 
nical device which in no way affects the general principles of 
accounting. 

It would, however, be unfair not to recognize evidences of 
progress. Three of these are prominent. The unprecedented 
outflow of serious scientific literature is a hopeful sign. This is 
so recent that some of you remember its beginning. In England 
one may take Dicksee and Pixley as the pioneers in this field, and 
these are both still active accountants; in this country the be- 
ginnings were with Sprague, whom many of you knew, and Cole, 
whom all delight to honor. It were invidious to mention other 
names. Most of you see a prominent author of accounting 
literature every time you look in your mirror. 

Another bit of evidence exists in the fact that again, after some 
centuries of neglect, practically all universities in America, and 
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some abroad, are giving serious attention to instruction in ac- 
counting. I should hesitate, being an academically inclined 
person, to mention this before a group of professional account- 
ants. The man who does often contemns him who teaches. 
But I am emboldened by the fact that my fellow speaker, the 
sometime president of this organization, is at the same time one 
of those academic guys, and that many others of your members 
are in the same boat. 

A third evidence of progress is the undeniable improvement in 
the standing and dignity of the profession which you so honorably 
represent. Your opinion is sought not only in the ordinary 
course of business but by the government when it frames new 
laws, when it needs to wage a war, when it has the vastly more 
difficult task of arranging for the payment for a war already lost 
and won. You would not now be represented in the councils 
of the nation and of the world, if the science had not materially 
progressed. 

It may even be possible to list some specific points in which 
present-day accounting excels that of former times. The most 
striking, though to me by no means the most interesting, has 
been the general improvement in technique, to which America 
has contributed so much. The problem of modern accounting 
is to deal with the myriad transactions of big business. Volta’s 
first generation of an electric current was, indeed, the really 
significant step in advance in the study of electricity; but today 
the problem is not how to make a laboratory spark, but how to 
conduct, and control, and utilize, the power of a million horses 
over a tenuous copper wire. So with bookkeeping, the handling 
of transactions in enormous numbers is a real problem, not faced 
in past centuries, but wonderfully achieved today. 

In addition I would mention three achievements, one of prac- 
tical, one of pedagogical, one of theoretical interest. The first is 
the development of cost accounting (due to engineers rather than 
to professional accountants, but still an achievement in the 
science). This I consider the typical contribution of the present 
generation. 

The second is the substitution, for the idea that bookkeeping is 
in essence a mere matching of debits and credits, of the view that 
its significant aspect is its striving to present the equation: 
assets = liabilities+ proprietorship. The name of the honored 
and lamented Sprague stands prominent in this movement. But 
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it was formulated long before his day, and can be traced back to 
German, American and English writers—for more than a hundred 
years. But the general adoption of the so-called balance-sheet 
appivach in place of the purely journal method is a recent matter. 
Pacioio and his immediate successors give no hint of it. 

The third point is the effort to introduce some unity into 
accounting theory instead of regarding its phenomena as diverse. 
For long it was generally considered that the investment of 
capital was in marked opposition to the payment of an expense. 
This view was crystallized in the phrase ‘‘capital expenditure or 
charge against revenue.’ It assumed that these two were radi- 
cally different in nature, and one must never be confounded with 
the other. Today one sees a continuous gradation, land, build- 
ing, machinery, raw material, expense of labor—each one of a 
series, each differing only as to length of the service which it 
renders, each paid for with the view of getting all possible use out 
of it in the productive process. The development of this point 
of view is, I believe, a real achievement in accounting theory— 
one not dreamt of in earlier centuries. 

I find real cause for congratulation (I can not say pride, for, 
alas, I am not one of you) in these indisputable evidences of life, 
vigor and hence of progress in the profession. It may be 
ungracious, but perhaps for your souls’ good, if my congratula- 
tions are tempered by raising the question as to what the science, 
or profession, lacks. In what is it weak? Where has it failed? 

To do this, it is first necessary to ask what is, in fine, the purpose 
or nature of accounting. It is one of the technical languages 
wherein the facts of business are expressed. In this it is a twin 
sister to statistics, which expresses a different set of business 
facts through a different medium. It is, as it were, the distinction 
between the French of diplomacy and law Latin, languages at 
one time indispensable to government functions, each used in a 
restricted field, each with a separate vocabulary. Accounting 
is something other than a set of clever devices for beating the 
income tax with the least damage to one’s conscience, something 
more than a specious way of window-dressing whereby the best 
possible appearance is given to a somewhat undesirable stock of 
goods. It is a universal language of business. 

The prime requisite of a language is that it be understandable. 
There is a suspicion abroad that accounting as it exists today 
is not impeccable in this respect. Hartley Withers has said that 
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‘‘to most of the shareholders, [the balance-sheet] is about as 
comprehensible as a passage from Browning, translated into an 
unknown language’”’ and speaks of it as an “impossible crypto- 
gram with an esoteric meaning that is only revealed to an initiated 
caste, after much fasting and mortification.” 

Perhaps this criticism is somewhat unfair. The fluent lucidity 
of Xenophon, of Cicero and of Goldsmith is wasted on one who 
does not know the languages in which these wrote. Mr. Withers’ 
inability to grasp all the beauties of the annual report of the 
Steel Corporation may possibly betray his own illiteracy rather 
than any lack of lucidity on the part of the Steel Corporation or 
the distinguished accountants who act as its auditors. 

In order to be understandable a language must possess a clearly 
defined terminology, and the lack of this is the chief defect of 
accounting. As in economics, no new vocabulary has been 
adopted (I trust I do no injustice to my colleagues who have 
adopted “‘equities’”’ in place of ‘proprietorship and liabilities’’ 
or have devised the really picturesque term, ‘‘where-got-gone 
statement’’), but the ordinary language of the market place has 
been used in senses the market place knew not of, and in senses 
varying with different accountants. 

Accounting is almost the only science (with the exception of 
economics, if that be a science) which is deficient in this respect. 
Physics may not know the ultimate nature of electricity, but 
progress has been made in describing its manifestations. When 
one speaks quantitatively of its various aspects there is no lack 
of definiteness, and ohms, volts and amperes are standard around 
the world. The nature of matter may be unknown to the chem- 
ist, but the formulas H.O and C.H,O can never be confused, 
even though, before Volstead, the substances may have been 
mixed. But it is different with accounting terms, even with 
those of greatest significance. 

This is manifest in respect of the more interesting and important 
of the two phases of accounting—that relating to the increase of 
wealth taking place during a fiscal period. Income subject to the 
federal income tax is indeed a fairly definite term, although, in 
many cases, a more appropriate rubric would be ‘‘the amount 
which we expect to get away with at the revenue office.” But 
other aspects of the increment during the year are more significant 
than the amount taxable. Business is not run for the purpose 
of paying taxes, but for the purpose of making profits (call this 
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by some other term if you wish), and there should be no un- 
certainty in defining the term, no unavoidable vagueness in 
expressing the best possible guess at the amount. 

But one finds a state of actual confusion in this fundamental 
matter. Net earnings, net income, gross profits, profits, net 
profits? I have tried for years to find the proper term to be used 
and the exact connotation of each of the terms just quoted. I 
have appealed to academic writers, both economists and ac- 
countants, and I find only confusion. I have turned to the 
courts, and found in their decisions a confusion overwhelmingly 
ludicrous. If one sees the word ‘profits’ in a textbook he has 
no idea of its content until he carefully studies the context. 
Even then he may still be left in doubt. It is as if one picked 
up a book and read a single word spelled ‘‘d-a-m-i-t.”” Until 
he learned whether the book were German or English he could 
neither pronounce the word, nor know whether it was an in- 
offensive conjunction or a mildly profane expletive. 

So I turn to you, the recognized organization of the ablest group 
of professional accountants in the world. I turn to you who use 
the terms every day of your lives. I turn to you, as I would turn 
to the chemists for the meaning of ethyl alcohol, or as I would 
turn to engineers to learn what is the meaning of horse-power. 
I look through formal published statements, and I find that what 
one of you calls ‘‘net income”’ another calls ‘‘profits.” I find 
that by some ‘‘income” is a comprehensive term including 
profits and also other items; by others ‘‘profits’”’ is the more 
inclusive term, from which, certain deductions having been 
made, ‘“‘income’’ remains. I find that a perfectly respectable, 
nay, an outstanding, accountant approves of a statement in which 
‘“‘net income” represents a remainder after subtracting interest 
on bonds, while another outstanding, nay, even perfectly respect- 
able, accountant sanctions the use of the same term where interest 
is not deducted. Does one chemist describe water as a combina- 
tion of one atom of oxygen with two of hydrogen, while another 
thinks it legitimate to use the same term for a combination from 
which one of the atoms of hydrogen is omitted? Does one 
engineer use a formula in which z is multiplied by the square of 
R, while another using the same formula omits the exponent of R? 

Accounting, however, needs something more than a definite 
nomenclature. It needs above all else the formulation of sound 
theories, which can be crystallized into clear terminology. 
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Progress in the other sciences has for its milestones a series of 
formulated theories, comprehensive and significant. Astronomy 
was not content with calling the stars by name, but has developed 
a law of gravity which, starting with a falling apple, gives a rule 
applicable to suns and spheres remote beyond human comprehen- 
sion, and which made it possible to posit a still invisible planet. 
Chemistry has developed theories which, permeating all matter, 
solve the mysteries of the infinitesimal. Like astronomy, it too 
was able to predict the existence of missing elements, as yet 
undiscovered in the laboratory. Biology found the theory of 
evolution, which embraces the immeasurable expanses of time 
and makes a continuum of all life in all ages. 

But accounting is a laggard. Its great problems (I refer to 
matters even more significant than that bone of contention, 
whether in certain places the ink used should be black or red) 
are not only unsettled but their surface has scarcely been 
scratched. Some of these may be mentioned in sequence. 

Accounting primarily deals with imputed values and records 
the changes therein. Can progress be made without formulating 
some theory as to what value is proper for accounting purposes? 

There is, indeed, rather general agreement that in the first 
instance a newly acquired asset is valued at cost. But as to any 
theory, underlying and supporting this rule, there is general 
silence. A statement found in a thesis which your own associa- 
tion has crowned with your noblest laurels asserts, ‘‘We deny 
that a given object can have a value to its owner in excess of 
cost.””. I am in doubt as to just what the author meant, but 
surely you and the author alike must agree that what he says 
evidently is not true. 

There are undoubtedly some practical advantages in preferring 
costs to guesses, but I have still to find any adequate theory or 
scientific hypothesis which supports the opinion just quoted. 
Accountants in this respect rely on reiteration in lieu of argu- 
ment. 

In the more difficult problem as to the basis for revaluing 
assets at the close of a fiscal period, the lack of sound theory is 
as great, the divergence in practice appalling. On this matter 
accountants (and for purposes of criticism only, I make bold to 
include myself among accountants), on this matter we ac- 
countants have been—or, more correctly, are—illogical, incon- 
sistent and vacillating. We have arbitrarily laid down different 
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rules for different classes of assets; we have promulgated the 
phrase ‘‘cost or market, whichever is lower’, supporting it by 
a ludicrously inappropriate argument; we have for years strenu- 
ously advocated a given rule, only to make a complete volte face, 
when the effects of the great war made a continuance of such a 
policy unpleasing to one’s clients. 

The arguments adduced in favor of valuing at cost or market, 
whichever is lower, are so brilliant an instance of flabby thinking 
as to deserve some further attention. The stock argument is 
that such a procedure is justified on the ground that it is conserva- 
tive. But if conservative treatment is desirable, if, as Neymarck 
says, accounting is good to the extent that values are underes- 
timated, the rule of cost or market, whichever is lower, is illogical 
and unsatisfactory. It permits a commodity, which was pur- 
chased at the top of the market for $2.00, to be valued at the full 
present market quotation, say $1.95, but forbids that an article 
purchased for $1.00 and now risen to $2.00 be valued at even 
$1.20, although that is 40 per cent. below the actual market. 
Surely, if conservatism is the goal, it would be more effectively 
secured by saying that merchandise should always be valued at 
market less a margin for safety, even though in some cases that 
represented a marking-up. It is this sort of slipshod theoretical 
discussion of accounting problems which does little justice to the 
intelligence of the profession and raises doubts as to the distance 
which it has traveled since its medieval beginnings. 

Somewhat similar is the problem of the balance-sheet. Ac- 
countants agree with Sprague’s felicitous statement that the 
balance-sheet is the starting point and the goal of all accounting 
procedure. If the balance-sheet is so important, should there 
be any uncertainty as to its nature and purpose? I speak not 
now of divergencies of opinion and practice as to insignificant 
matters of technique, such as the sequence and subdivisions of 
assets, or whether an item should appear as an addition or as a 
subtraction from the contra side. There should be agreement 
as to its essential character. But some hold that a balance-sheet 
is an exhibit of conditions at a given moment—when the clock 
strikes twelve at the end of a fiscal year. Others assert that the 
balance-sheet is a history of past events, showing what has been 
contributed to the concern and how the funds so received have 
been employed. In one conception, capital funds unwisely 
invested, ‘‘sunk and gone” to use a famous phrase, are no longer 
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existent and hence have no place in a “‘cross section” of the con- 
cern of today. From the other viewpoint, the investment in an 
unproductive plant is a historical fact, and adequately explains 
the use made of contributed capital. Do you all know which 
view is correct? Do any of you consistently adhere to it? Will 
some one of you explain the proper view to the rest of us? 

Depreciation is another matter on which your science has been 
laggard, although by no means absolutely paralyzed. Substantial 
progress has been made, but there are still those who speak of 
depreciation in unscientific terms. Not infrequently statements 
are prepared in which a given sum is stated as ‘“‘amount available 
for depreciation and dividends.”” Such a confusion of unlike 
things should not be tolerated by a profession of the standing of 
yours. It is as though wages and overhead were subtracted 
from sales and the remainder labeled ‘‘amount available for 
replacement of raw materials and dividends.” 

Again, there are still those who, both in their practice and in 
their writings, not infrequently speak of depreciation as a reserve, 
something held back, or as a deduction from profits. But 
depreciation is something gone, not something kept; it is, as 
Cole so cleverly said, a “‘ hole in the assets,’’ and a hole is a 
difficult thing to hold in any position. Ever to speak of deprecia- 
tion as a deduction from profits is a glaring error. It is not 
merely the survival of a form of expression, as when even an 
astronomer speaks of the sun rising, for even if you accountants 
know better, the average business man still thinks of depreciation 
as something other than it is. Or, at least, he did until the 
internal-revenue bureau allowed a deduction for depreciation. 
It is of only indirect credit to the profession that it could not 
put over the right view on a scientific matter until it became 
financially expedient so to do. If the average business man has 
wrong conceptions of accounting principles, the profession can 
not be considered efficient. Even the medical profession did 
not rest easy until it convinced mankind that the proper treat- 
ment of epilepsy was not by means designed to exorcise a devil, 
and that a horse chestnut in the pocket is unreliable as a prophy- 
lactic against rheumatism. 

Accountants do indeed agree that if a machine wears out in 
ten years its cost must somehow be distributed as a charge during 
those years. But there is no agreement whatever as to the pro- 
portion of the amount to be allotted to each particular year. I 
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need not recall the interminable debate over the relative merits 
of straight-line and curved-line depreciation. Accountants, 
with rare impartiality, apply one system to one class of assets, 
another to other classes. It is somewhat as if one applied the 
Ptolemaic system to the motion of Mars, but regarded Jupiter 
as operating according to the Copernican system. 

More distressful and more pertinent to the present discussion is 
the nature of the arguments adduced in support of one or the 
other basis. These are often barren of any vestige of accounting 
theory. It may be said that the charge should be relatively low 
in the early years, not because depreciation is less, but because it 
‘tis inconvenient to burden the early years”’ with a heavy charge, 
or because such a charge would show an initial deficit. Is ac- 
counting a device to secure what is convenient, or to show what 
is real? Should accounting be twisted so as to conceal an initial 
deficit if one really exists, or should it show the facts? Even the 
physician does not always alter his diagnosis because it would be 
inconvenient for the patient just then to have an attack of 
smallpox. His duty as a scientist is to determine whether that 
disease is present. The accountant, if a scientist, should be 
concerned solely in what charges may properly be assigned to 
the current year as the effect of depreciation. 

Sometimes a specious theoretical basis is indeed brought forth, 
namely, that the straight-line method is preferable to a curved- 
line method, because the former alone charges the actual cost. 
Here I argue neither for nor against a particular procedure, but 
merely assert that accounting in this case shows a crudely un- 
scientific attitude. Whether a straight-line method is preferable 
or not is subject to discussion. But whatever merits it may have 
—and these may consist in the virtues of simplicity, ease of 
application, and understandability—the one thing that is certain 
and should be unquestioned is that the straight-line method does 
not charge off each year the amount actually paid for that year’s 
service rendered. 

This may be established by assuming that A rents property for 
two years at an annual rental of $104.76 to be paid in advance on 
January first each year. The contract is made in December, 
1927, but the lease does not begin until January 1, 1928. Just 
before that date the owner suggests to the prospective tenant that 
he pay rental for both years on January 1, 1928, instead of paying 
it in two equal annual instalments. The tenant is perfectly 
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willing to do so, provided proper adjustment can be made. 
Obviously, unless interest for him is at the rate of 0 per cent., he 
will not pay $209.52. Assuming a rate of 10 per cent., he would 
be justified in paying just $200. This is made up of the $104.76 
in any case due and payable January 1, 1928, and $95.24, the value 
as of that date of $104.76 payable a year later. If then he pays 
$200 for two years’ rental, the actual amount paid for the first 
year is not, as is assumed in the argument under criticism, one- 
half of the amount paid for two years, but a larger sum. When 
the interest rate is unknown, the only statement that can be 
made with confidence is that the amount actually paid for the 
first year is not the total price divided by the number of years of 
service. 

Even in its progress, accounting has been hampered by careless 
reasoning. Two instances are in point. The first relates to 
municipal accounts. The increasing use of a municipal balance- 
sheet, due to the campaign inaugurated some twenty years ago, 
has everywhere been hailed as a real improvement. But, un- 
fortunately, it was apparently assumed that the customary form 
of double-entry balance-sheet, invaluable to a corporation, 
should be used by a municipality. A spur being a good thing for 
quickening the speed of a horse, therefore let us use spurs to 
accelerate our automobiles, forgetful that a pneumatic tire is a 
quite different thing from a horse’s flanks. Only after some 
years was it recognized that the characteristic of a corporation 
balance-sheet—the easy comparison of liabilities with the assets 
protecting them—does not at all apply to a municipality. With 
little exaggeration it may be said that municipal debt is, in reality, 
secured by the value of all the assets within the city walls save 
those which belong to the city and are listed in the municipal 
balance-sheet. 

While modifications of the balance-sheet are now made, munici- 
pal accountants generally continue to employ the forms of 
double-entry bookkeeping. Is it an impossible hope that there 
is among you some genius who will invent a new form of account- 
ing, particularly suited to governmental accounts? One can not 
foretell its nature, any more that those whose plodding backs 
built the pyramids could foretell the exact rfature of Watt’s 
invention which was to lift man’s burdens, nor than the runner 
from Marathon, who exhausted himself in hastening the news to 
Athens, could tell how in future ages news would be brought 
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without runner, without even a road, through the pathless ether. 
Cerboni attempted a new system, in logismography, but without 
notable success. But I long for the appearance of the genius 
who shall transcend tradition and devise a system of municipal 
accounting as superior, for that purpose, to double entry, as the 
latter excels the accounting procedure of Menher and Gramma- 
teus. Will not the candidate for this honor kindly raise his hand? 

The second instance of imperfect progress is found in the 
consolidated balance-sheet. This anomalous document is a 
balance-sheet of a non-existent entity; it combines the debts of 
one corporation with the assets of another legally distinct cor- 
poration; it lists indiscriminately assets which belong to a given 
corporation with those which do not. It is something new, 
distinctly American in origin. But the consolidated balance- 
sheet serves a purpose. The task before you accountants is 
to agree on the rules for playing this new game. If in this 
country we play American football instead of Rugby we at least 
agree on the rules for Americans to follow. But eminent ac- 
countants still disagree on such significant matters as the treat- 
ment in the consolidated balance-sheet of a pre-existing surplus 
of a subsidiary company and the value to be attached to the 
shares of non-consenting stockholders. It is not strange, there- 
fore, that in England there has been much recent discussion as to 
the legitimacy of this American device. One would similarly 
question football if umpires were uncertain whether the game 
consisted in forcing the ball over the opponents’ goal or in seeing 
how long the fullback could maintain his balance while sitting 
on the ball. You have devised a new and valuable form. It is 
your task to perfect it. 

My argument has been that notwithstanding the excessive 
claims of its admirers, accounting really is not a mummy, but is 
alive and growing. Progress it has indeed made, but nevertheless 
deficiencies appear, several of which have been mentioned. 
If I am to sum these matters up, it would be by saying that in 
the busy strife of professional life, in the problem of how to meet 
the task of serving the innumerable clients flocking to your office 
and each demanding immediate attention, you have somewhat 
neglected the higher task of developing a sound set of accounting 
theories. With the necessary attention to the anise and cummin 
you have, perforce, neglected the weightier matters of the law. 
After all, advancement in any service comes most often from the 
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consideration of abstract problems. Pupin made long-distance 
telephony possible because of research which he carried on in regard 
to the amplification of waves before there ever was a telephone; 
the greatest improvements in medicine were brought about by 
studies of test tubes rather than by diagnosing individuals; the 
great dye industries are the outgrowth of experiments in chemical 
laboratories rather than in factories. 

American accountants lead the world in technique. They 
probably also lead the world in the formulation of accounting 
doctrine. But the present need of the profession is a further 
development of sound theory rather than improved practice. 


279 

















Sie ee a ae 


i 
bi 
A 
i 
fe 
a: 
f 
i 








The JOURNAL of ACCOUNTANCY 


Official Organ of the AMERICAN INSTITUTE OF ACCOUNTANTS 








A. P. RICHARDSON, Editor 


—--- 
— 








EDITORIAL 


As the accountant of today develops 
from the accountant of yesterday he 
comes into a new world in which at 
times he may not feel quite at home. The duties devolving upon 
the modern practitioner are so widely different in variety and 
extent from those of even the generation next precedent that there 
is often a sense of uncertainty as to how far the new ideas may be 
carried without endangering the whole profession. The account- 
ant today is not merely an auditor. He has become almost a 
fiscal advisor and he is expected to do for his client a host of things 
which would have seemed highly improper to the accountant of 
the nineteenth century. All this makes for peril. It is inevitable 
that some ambitious souls should arrogate to themselves a breadth 
of activity utterly absurd. There have been men who apparently 
believed that it was their bounden duty and privilege to rearrange 
not only the accounts of clients but to shatter and then regather 
the fragments of business methods, finance, and even the personal 
habits of every member of the client’s firm and staff. There is in 
this belief an immanent risk of becoming a pestiferous busybody. 
Lawyers are exposed to the same temptation and they do not 
always resist. Everybody has heard of lawyers who were 
unable to find the line dividing professional advice and offensive 
meddling. Accountants are in a fair way to furnish some similar 
examples of excessive zeal. And it is all due to the ex- 
traordinary expansion of the field of what we call accountancy, 
although it must be confessed that some of the things which a 
client demands are not even distantly akin to accounts. It 
seems that the business man has been somewhat overwhelmed 
himself by the marvelous developments of these latter days, 
and he is inclined to seek advice upon a kind of subjects which 
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he would have felt quite competent to decide without assistance 
in the simpler times of small adventures. The truth is that 
the world, as it comes into the age of commerce, is not 
altogether sure of itself and everyone feels a little tremor of doubt 
about what may be ahead. It is too early in the new era for men 
to have complete assurance and we are all given to the seeking of 
advice. That is why lawyer, accountant, engineer and others of 
like ability are often encouraged to dispense advice with an unwar- 
ranted liberality. The client may and does ask for opinions on a 
great range of subjects. If a professional man can answer with 
any semblance of authority he should do so, but that is not to say 
that the lawyer or accountant should assume ghostly prerogatives 
or the réle of paternal mentor. 


It is not always easy, however, to deter- 
mine propriety or impropriety in the 
advisory relationship between account- 
ant and client. It may be a safe rule to refrain from expressing 
any opinion unless the client specifically requests advice, but such 
a limitation is scarcely compatible with a fine sense of professional 
duty. There may be occasion for a word of warning or a con- 
structive suggestion which, if adopted, would mean success instead 
of failure. An accountant who would not give such admonition 
because his advice had not been sought would be remiss indeed. 
The trouble is that the accountant is apt to lose a proper sense of 
proportion and to think that trifles have a significance quite 
beyond the actual. The middle course between meddlesomeness 
and extreme reticence can be found only by cultivating the ability 
to view things in the large and to distinguish what is of real worth. 
As an illustration of the kind of advice which is sometimes re- 
quired, consider the question of investments. It is quite the 
common practice in a good part of the country for an accountant 
to assume a certain amount of moral responsibility for the validity 
and value of the client’s investments, especially in stocks and 
bonds of unrelated corporations. He is expected to know whether 
the securities held are sound or not, to suggest changes in the list 
if he finds any weakness there, and even to recommend the pur- 
chase of other securities if a chance of greater profit occurs. This 
is dangerous ground for the accountant. To know the true value 
of any stock or bond is not altogether impossible; but to foretell 
the fluctuations of the market whereon such securities are bought 
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or sold is the wildest kind of foolishness. In most cases the ac- 
countant can not be expected to know any more about the in- 
herent value of securities than any other man knows, and it seems 
that he should resist all attempts to drag him into giving opinions 
upon so vague a subject. If he render advice and if it be adopted 
he will be accused of high crime should the investment fall short of 
expectation; and if it succeed he will not receive the credit, 
People who are fortunate in speculation or investment almost 
invariably forget the advice which may have been the basis of 
their success and come to the conclusion that they are really 
remarkably clever. Giving advice on investment is not only 
dangerous but a thankless thing as well. The accountant who 
is wise will decline to undertake the selection of securities. That 
is one of the chief duties of the directors and they should not be 
relieved of it. 
; This is a matter closely related to the 
Concerning : ; ‘ 
Backbonss question of the professional man’s cour- 
age—or perhaps we should say every 
man’s courage, for it is not only the member of a learned profes- 
sion whose spine seems sometimes to need reinforcement. There 
are jelly-fish in every sea. If the courage of the average man were 
as great as the boldness of his protestations there would be no mis- 
understanding in the world. Everyone would know what his 
neighbor thought and how he would act, and this would tend 
toward peace and harmony. The lack of frankness is so general 
that nobody knows what anybody thinks or how anyone will act. 
It is indubitable that the accountant needs courage as much as the 
next man. Some unkind people say that the accountant is less 
courageous than any other professional man. But that is not 
merited. There have been, there are, there always will be some 
creatures in every class whose ability to walk erect is a constant 
miracle—there is no apparent check to their crumpling flat. 
Some of these members of the invertebrate kingdom are cata- 
logued among the accountants, some among the business men, 
some among the bankers. No vocation is entirely without them. 
Not long ago a group of men met to discuss the relationship be- 
tween accountants and bankers. A banker said it seemed to him 
that the borrower should be compelled to submit an accountant’s 
certificate with his application for credit. To this an accountant 
replied that if the bankers would insist the thing would be done: 
the accountants were willing enough but they had no power to 
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compel. Then another banker, who had brought his backbone 
with him, said: “It’s all very well to talk about insisting on 
audited statements. We want them, of course. But the truth is 
that we haven’t the courage to demand them. We are all so 
afraid of losing a customer that we tolerate slipshod methods and 
we do not require the means of safety which our common-sense 
points out.”” These remarks are quoted toshow that spinelessness 
is not universal among bankers. Here was one who was not 
afraid to tell the truth. The incident reveals, however, that the 
banking business is not quite as splendid and firm for the right as 
it might be. This is a little astonishing because the development 
of credit today is so stupendous that the banker has a part in every 
undertaking and he may do almost what he will to reform and 
strengthen financial and commercial affairs. It does not seem 
reasonable that the fear of losing a customer or ten customers 
should interfere with insistence upon observance of every means 
of safety; yet everyone who is familiar with the existing conditions 
knows that what the banker said is true. The explanation of the 
matter is that there are bankers so lacking in the element of 
courage, without which the greatest accomplishment can never 
be, that they hamper those of their own household who have a 
firm grasp of sound principles. But the bankers are not 
alone. 


It is always with the accountant that 
this magazine is most concerned, and 
when pusillanimity is discussed it is in 
the weakminded in this profession that the interest centers. Are 
there accountants who have no spine? How may they be known? 
These are foolish questions, no doubt. Of course all the members 
of the profession are not equally bold. Some are sadly trepid. 
They may be known like every other kind of man by their works, 
not by their words. Indeed it is generally safe to infer that the 
man who is loudest in his boasting of bravery is the softest citizen 
in the community. Let an accountant proclaim his independence 
and his rectitude but vehemently enough, and we may safely set 
him down as the one man who above all others will do exactly as 
the client desires, even to the extent of misrepresentation. This 
rule is never known to fail. From Gascony to Galveston the 
shouting saint is the supine sinner. We are speaking now of 
accountants, but let the category be changed how one will,” the 
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rule applies with equal exactness. It sometimes seems that the 
willingness of the American man to tolerate abuses simply from 
his dislike for complaining is nothing more noble than an easy- 
going indolence which is a first cousin of cowardice. We have 
said that a banker’s lack of courage is not readily excusable. 
The same thing might be said of the accountant. He is in a most 
favored position and his indifference to the falling of the chips 
should be complete. He is not expected to deal with anything 
except facts. Facts are things done. They can not be undone. 
Whatever the accountant may say should be based solely on fact. 
Why, then, should he fear to tell the truth without respect of 
persons or feelings? In most cases he does not hesitate to deal 
fairly and frankly; but we are considering now the weakling who 
trembles on the brink of complaisance. The question then is, 
Why complaisant? The answer is: For very much the same 
reason that influences the banker to be infirm at times—that is the 
fear of losing a client. So we come back at last to the cashier’s 
desk for our reasons why things are not better. It is very sordid 
and wrong. Nobody should care at all about money matters; 
but while the righteous are being self-satisfied and very su- 
perior it may be well to remember that the dollar is a terribly 
alluring thing to some folk. They can not cast it out of their 
reckoning. Then some one will say: The man who loves money 
for money’s sake has no place in the professions. True enough, 
and to this everyone will assent, except those who still think that 
they can serve two masters. 


It must not be inferred from the open 
confession of the foregoing paragraphs 
that the accountant is an offender above 
allothermen. Asa matter of plain truth we are rather inclined to 
the belief that the accountant, take him for all in all, is a better 
man than most and his courage is of a high order. The poor 
creatures who lack vigor and power do not set the pace for the 
rest of the profession. Statements made recently to the effect 
that the average accountant dares not stand up for his convictions 
are so general and indefinite that they are certain to find a ready 
acceptance. It is well known that broad and inclusive condemna- 
tions are accepted with utter credulity. Say that a man, John 
Doe, is a weak and vacillating crooker of the knee, that his word 
is wind and his bond water—it will be necessary to produce some 
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proof that these things are so. Say that a whole profession con- 
sists of groundlings, and people will accept the assertion without 
any supporting evidence whatsoever. In other words it is the 
safest and most effective method of libel to damn in the mass. 
Not long ago a speaker alleged that all accountants were unworthy 
of trust. He did not proffer details. He merely consigned the 
whole profession to perdition; and the slander might have gone 
unchallenged had not the remarks been printed in a paper which 
came to the attention of authorities who would and could demand 
an explanation—which, of course, would never overtake the effect 
of the original falsehood. While we are thinking about the beauty 
of courage, what shall be said of the valiant gentleman who made 
this speech? However, one need not lie awake to worry about the 
vaporings of imaginative orators. Most oratory is a delight 
chiefly to itsfount. It is to the general question of the courage of 
the average man, whether accountant or cobbler, that the present 
discussion relates. The ability and nobility to stand up, face the 
world and tell it the truth are glorious faculties. Some men are so 
placed in life that their utterance of the truth is with effect upon 
many; their opinions carry weight. Of such are the accountants. 
The business and the financial affairs of the country are largely 
under their supervision and review. They do not and should not 
direct, but it is their task to analyze and reveal. The attention 
given them will depend in the long run upon the public’s assurance 
that what is made known by them is the whole truth uttered with- 
out fear or favor. Their duty brings them into communion with 
fact; their training and experience give them authority to speak; 
the public relies more and more upon them; their courage is the 
measure of their power. And without any flight of fancy it may 
be claimed that nearly all are unafraid. 


Now that accountants are paying rather 
What Accountants : 

Read more attention than formerly to the 
academic side of their vocation there is 

an increasing interest in the literature of the science, and the ques- 
tion is asked repeatedly, ‘‘What should an accountant read?’’ 
This might be more easily answered if someone would tell what an 
accountant does read. If he is like the rest of us, in these days of 
engulfing publication, he probably reads the daily paper, perhaps a 
weekly or monthly magazine, some fluffy apology for a novel, or, 
when no one is looking, a dull because totally naked exposition of 
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sex and sex which may bea short story oralong. This particular 
commodity comes these days in all widths and sizes. The average 
man reads a great deal—we had almost written a “good”’ deal 
which would have been a dire perversion—of this salacious stuff 
and apparently is rather ashamed of himself, as he will not admit 
the fact. Usually he just happened to pick up the thing and 
having an idle hour or two he glanced hastily through it. The 
accountant is of higher than average intelligence, as every profes- 
sional man must be, and so it is not possible to discover what he 
reads by knowing what the general public reads. It is to be hoped 
that every member of a profession reads the books and papers 
which report the developments of his calling. He must do that at 
least if he would avoid being left hopelessly behind in the march of 
progress. But what else does the accountant read? It is not 
fair to judge the literary tastes of the elder by the manifestations 
of the adolescent. If it were, it would be comparatively easy to 
answer the question. A careful study of the examination papers 
of candidates for examination in accounting reveals as a general 
rule an absolute innocence of literary form. Noone who had been 
accustomed to the reading of good English could lay such violent 
hands upon the language as many of these candidates do. An 
examination paper is not an ideal vehicle for fine writing and it 
would be folly to look therein for meticulous observance of unim- 
portant laws of grammar, but if the student is conversant with 
English he may at least be expected to avoid errors which are an 
outrage to every sense of linguistic decency. There are some 
papers which are of a different sort. One knows instinctively 
that they have been written by men or women to whom the word 
culture has a definite meaning. But the greater numbers are 
of the unworthy kind and they come, be it noted, from all parts 
of the country. There seems to be no vast difference in the 
atrocities from east, west, north or south. The average candi- 
date is unimpeded by any evidence of erudition. 


The accountant in practice is in a dif- 
ferent case. If his training has been at 
good schools he may be expected to have 
a substantial foundation upon which to rest his experimental 
knowledge. He is in touch with the world at large and, if he has a 
receptive mind, by the time he has been practising a dozen years 
or so he is well informed on a great variety of subjects. He reads 
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then because he is interested in world events and he talks with a 
degree of authority on many things. But that is not to say that 
the accountant as a whole is a wisely eclectic reader. In the 
numbers of manuscripts which this magazine receives are many 
that are eloquent of the authors’ tastes in reading. Let us illus- 
trate byastory. Out in South Africa some years ago two editors 
were walking into the city of Johannesburg (this was in the closing 
years of the pedestrian age when a few men still retained foot 
power). They had been attending the laying of a corner stone or 
some such affair at one of the smaller towns on the gold reef. 
The ceremonies had attracted them because a new high commis- 
sioner was to make his first public speech in that part of the sub- 
continent and it was expected that he might take the occasion to 
discuss one or two matters of supreme importance to the political 
future of the country. For a mile or two of the dusty way these 
men walked in silence. Then one of them said without prefatory 
explanation, ‘‘What would you say has been the order of his 
reading? Has the Bible or has Shakespeare the more of his devo- 
tion?’’ The other replied, “It is hard to know. Sometimes I 
inclined to one and then to the other. Both were constantly evi- 
dent.’’ This true incident indicates the influence of one’s reading 
upon one’s speech. Two men of a literary profession could tell at 
once that a third man whom they had not met before was a careful 
student of the great masterpieces of the English language. The 
speaker was not using archaic words; he was not quoting familiar 
phrases. The tell-tale characteristic of his speech was the choice 
of short, strong words running smoothly, rhythmically, into sen- 
tences. It requires a close familiarity with the sources of English 
to use it with full power and effect. Now, without the least inten- 
tion of giving offense and with the desire of writing nothing but the 
truth, it must be admitted that now and then it has seemed to 
some of the literary critics of this country that the authors of 
manuscripts submitted for publication have not maintained an 
unbroken continuity of contact with the masters. 


We have been trying without much suc- 

What an Accountant Ene th " : 
Writes cess to confine these notes to a discussion 
of the question, What does an accountant 
read? What has been said about the writings of candidates and 
the manuscripts of contributors to all kinds of magazines may 
help to answer the question so far as the writers are concerned, but 
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the rest is indistinct. Unfortunately most accountants display no 
sense of their obligations. They refuse to write at all; and 
thus a great mass of most valuable material is withheld from the 
public. About these unliterary accountants and their tastes in 
reading one may speculate, but thatisall. On the subject of what 
an accountant writes, however, we can speak with some authority; 
and it must be admitted that the accountant does not write half 
enough. Weare not speaking now of the pure theorist whose flair 
is writing things that nobody cares to read. Scores of books are 
appearing which could be forgotten without loss. There is a kind 
of literary madness among us which drives its victims to write 
books and books. The wonder is that publishers can be found for 
such things. The accountant who does not write enough is the 
man who has both practical and theoretical knowledge, whose ex- 
perience has given him an acquaintance with methods and facts 
which would be of much help to other practitioners. Such a man 
is really not dealing fairly if he does not make a record of his dis- 
coveries so that those who follow may find the trail without 
waste of time and energy in weary search. In the mind of 
the practising accountant is a great fund of useful knowledge 
which, if it be not written down, will be lost. Say to any account- 
ant that he is under an obligation to make known what he knows 
for the good of the profession and nine times out of ten he will 
reply: “Oh, I’m not a writer. I am too busy to write, and I have 
no literary gifts."” Have any of our readers ever heard or said 
anything like that? That is no answer, however, to the charge 
that the finder of new lands should make his discoveries known. 
It is not necessary to be a heaven-born literary genius to write a 
simple account of things and facts. It is not in the form but in the 
substance of technical writings that the value lies. Even if the 
writing be inferior it may yield incalculable benefit to the 
whole profession, if in it there appear the explanation of some 
problem which has hitherto remained unanswered. Will all the 
readers of this magazine take this counsel to their hearts? 


A reader suggests that it would be ap- 
propriate to say something about the 
good and evil of professional organi- 
zations. Presumably this request implies a discussion of the 
advantages of professional societies. If so the suggestion is 
flattering, perhaps, but rather capacious. Books, many books, 
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have been written on the subject. Speeches without number have 
been delivered. The pamphlets descriptive of the merits of 
organization if gathered in one place would tower to heaven. 
Everybody knows about the might of unity. The story of the 
stick and the fagot is an old tale. Everything in America is 
organized almost to death and it does not appear that there can be 
anything new to say about the virtues of codperation. The truth 
is that with our national tendency to do everything to excess we 
have carried organization to a point where it threatens to become 
ridiculous. So, while there can be nothing to say about the good, 
there may be a word about the evil. Perhaps that is what our 
correspondent had in mind after all. There are so many societies, 
clubs, national and local associations and what not that it is impos- 
sible to know why they are and what they accomplish. It is easy 
enough to find out what they promise. Many an organization gets 
out its own peculiar kind of trumpet and blows lustily upon it the 
tune, ‘In the sweet by-and-by”’ or something of that sort. 
Nobody should pay much attention to this prophetic strain. 
There are false prophets as well as true. The extraordinary thing 
is that so many people take promises for pay. A new species, or 
perhaps a new variety only, of the primates has evolved. He is 
known as the “joiner’’, not the useful putter together of wood, but 
the associator with anyone who wishes to associate. This new 
product of the evolutionary process may be a throwback to the 
gregariousness of the neolithic age or it may be some temporary 
deviation from the upward growth. Whatever it may be there is 
that will join and join and join so long as there remains anything 
at all which has not already been joined. There is no great harm 
in it all. It makes for the friendliness of people and it affords a 
safety valve through which escapes much excess steam that might 
be dangerous if confined. It is silly, however, to expect that all 
the organizations with which we are overblessed can really do any 
good in the world. Perhaps the best gauge of their value and ef- 
fectiveness is their history. In other words, one should not expect 
too much of the organization that has not yet accomplished 
anything. When there is a record it will be time enough to look 
forward. 
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Income-tax Department 


EDITED BY STEPHEN G. RusK 


Accountants practising as agents for their clients have undoubtedly taken 
due note of the treasury department's revised circular No. 230, which contains 
the regulations and law governing the enrolment and recognition of those 
representing claimants and other taxpayers before the department. As this 
circular contains the treasury’s dicta as to the ethics to be observed by at- 
torneys and accountants contending with the commissioner for taxpayers, some 
comment here seems highly proper, for if those enrolled are found to have 
violated the rules laid down they will be suspended or disbarred from practising 
in that department. 

In the first place, the duty devolves upon enrolled attorneys and agents to 
advise their clients to comply with the law. Of course, it is not believed that 
attorneys and accountants would do otherwise, and no such implication is in- 
tended in drawing attention to this duty. However, it might not be deemed 
improper to inquire whether or not the law is so obvious that the duty can be 
conscientiously performed in all cases. If, for example, a client should not 
expect to make a return where there was no income, though a considerable 
amount of cash had been received on the sale of capital assets at a loss (such loss 
being based on the best obtainable information), would it be the duty of the 
enrolled one to advise his client to make a return? 

Obviously the answer to this question is that the attorney or agent would not 
violate the rule by advising his client not to make a return. Yet there is a 
case on record where a taxpayer was not only assessed a tax on a gain asserted 
by the commissioner and based on facts that could not have been known to the 
taxpayer at the date when the return was due, but in addition was assessed a 
penalty for not making a return. 

Confronted with the rule above mentioned, we believe that the famed 
Socrates would have slyly questioned, “‘ What is the law?” 

An enrolled agent shall not draft or prepare written instruments by which 
title to real or personal property may be conveyed or transferred for the pur- 
pose of affecting federal taxes, nor shall such enrolled agent advise clients as 
to the sufficiency of, or legal effect of, any such instrument on the federal taxes 
of such taxpayer under the federal laws. This is a drastic rule, and while it is 
beyond question that no accountant of reputation would deliberately advise a 
course of action to effect an evasion of taxes, it does not take a great deal of 
imagination to conjure up a situation where strict compliance with this rule 
would restrict him in his duty to his client. 

Few accountants presume to draw up instruments involving the conveyance 
or transfer of property, this being a lawyer’s job, but in the highest sense an 
accountaizt is more than an analyst of business situations. His clients lean 
upon him for advice as to the effect of proposed transactions on their business, 
and the restriction imposed by the treasury department robs him of one of 
his most important functions. 

Another duty required of attorneys and agents is that every brief, argument, 
affidavit or statement of fact prepared or filed by an attorney or agent as argu- 
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ment or evidence shall have thereon a statement signed by such agent or at- 
torney showing whether or not he prepared such document, and whether or not 
he knows of his own knowledge that the facts stated therein are true. 

Solicitation of business is specifically made a cause of rejection, suspension or 
disbarment, and solicitation is defined as including circulars, letters, pamphlets 
or interviews by the attorney or agent directly or by an employed solicitor. 

Certain forms of advertising by an enrolled attorney or agent will be the 
cause of his suspension or disbarment. The advertising methods that are 
banned are printed matter appearing on letterheads, cards or other advertising 
media, indicating previous connection with the treasury department; represen- 
tations that the agent has acquaintance with officers or employees of the 
treasury department; the use of any title or name that might imply connection 
with the treasury department, such as “federal tax expert,”’ “federal tax coun- 
sellor,”’ “federal tax bureau,” “ United States income-tax expert,’’ etc. 

The mailing or delivering of bulletins, circulars or pamphlets containing de- 
cisions or rulings of the treasury department, United States board of tax ap- 
peals or courts on federal tax matters, with comment thereon by the practi- 
tioner and containing the name of such practitioner as a distributor of such 
bulletins, circulars or pamphlets to federal taxpayers who are not such practi- 
tioner’s clients, will cause suspension or disbarment. 

Another rule governing enrolled attorneys and agents covers the matter of 
contingent fees. Contingent fees may be proper in some instances, but they 
are not generally looked upon with favor and may be made the ground for sus- 
pension or disbarment. Both the reasonableness of the fee in view of the serv- 
ices rendered and all the attendant circumstances are a proper subject of in- 
quiry by the department. An attorney or agent may be required at any stage 
of a pending proceeding, by the commissioner or by the head of any treasury 
bureau or division, to make a full disclosure of what inducements, if any, were 
held out by him to procure his employment; whether or not the claim is being 
handled on the basis of a contingent fee, and, if so, the arrangement regarding 
the compensation. 

An attorney or agent may not accept employment as associate correspondent 
or sub-agent in any matter pending before the treasury department from one 
under suspension or disbarred from practising before the department. For 
fuller details upon this subject see the treasury department's circular letter 
No. 230, as revised and dated July 1, 1927. 

These rules comprise pretty well the ideas of ethics established and enforced 
by the American Institute of Accountants and are praiseworthy in every re- 
spect as to their intent. ‘We commend the code laid down by the treasury de- 
partment to the legislators of the states which have enacted laws for the is- 
suance of the certified public accountant certificate. The treasury department 
and the United States board of tax appeals not only recognize the certified 
public accountant certificate, but they give their protection to those ethically 
practising as C. P. A.’s. 

The attention of those having tax cases pending for the years 1918, 1919, 
1920 and 1921 is directed to the importance of assuring themselves as to the 
character of waivers that have been made of the statute of limitations. Our 
attention has been drawn to a case where it was found, after a decision favorable 
to the taxpayer finally had been made, that the statute of limitations estopped 
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him from gaining the relief he sought, because of his misapprehension as to the 
tenure of the waiver. In the earlier tax years many taxpayers signed waivers 
at the request of some revenue agent; made no memorandum that waiver had 
been given, and did not ask the commissioner to sign also, only to find that the 
waiver had been lost or was defective in some minor particular and, therefore, 
of no effect. Look up the waivers and make sure that the statute of limitations 
has not started “to run,”’ as the lawyers say. 

Another matter to which tax practitioners should give careful attention is 
that of the interest upon their claims. In a number of cases where refunds 
have been granted the amount of interest included in the cheque seemed to 
require some attention. There seemed to be something wrong with the rela- 
tion of rate of interest, expired time and the amount of interest remitted. 

Considerable savings can be made for taxpayers by close investigation of the 
interest calculations made. Interest on deficiencies is computed by the com- 
missioner, and interest for 1918, 1919 and 1920, on deficiencies, is computed 
from February 26, 1926. For subsequent years interest on deficiencies is com- 
puted from the date the tax became due and payable. Interest on refunds is 
computed by the collector. 


SUMMARY OF RECENT RULINGS 


Receivership fee reeeived at end of receivership proceedings for services 
rendered over several years, the amount of which was dependent upon the 
outcome of such proceedings, is income in the year received. (United States 
district court, district of Massachusetts, William C. Forbes v. Malcolm E. 
Nichols.) 

Amount deducted in an estate-tax return for the erection of a mausoleum, 
which was not actually erected until over a year after the decedent’s death and 
after the filing of the estate-tax return, but which the executors, having discre- 
tion under the will as to the amount to be expended, paid to the temporary 
custody of distributees of decedent's estate until actually expended, held to 
have been expended by the executors and to be deductible as a charge allowable 
under the law of the jurisdiction in which the estate is administered. (United 
States district court, eastern district of Pennsylvania, Executors of estate of 
Karl Straus v. Blakeley D. McCaughn.) 

A trust of the Massachusetts type under which the trustees had power to 
hold certain property and to reduce it to cash for division among its owners 
within a specified period, and the beneficiaries had powers only to assent to a 
modification of the declaration of trust suggested by the trustees, is not an as- 
sociation subject to the stamp tax imposed by the 1918 and 1921 acts on the 
issue of stock byacorporation. (United States district court, district of Massa- 
chusetts, Henry A. Hornblower, et al., trustees v. Thomas W. White.) 

An annuity given by the will of a taxpayer’s husband in lieu of the statutory 
rights in his property to which she was entitled, is not taxable income. (United 
States district court, district of Nebraska, Omaha division, Mrs. Arthur D. 
Brandeis v. Arthur B. Allen.) 

Real-estate conveyances executed by an aged grantor several years prior to 
his death and before the passage of the revenue act of 1918, were held, under the 
facts, not to be made in contemplation of death. 

A payment by advisees of taxes levied against an estate after final distribu- 
tion and discharge of the executor is not such a voluntary payment of another’s 
tax as to defeat their right to refund. (United States district court, W. D. 
Missouri, W. D., Thomas A. Smart, et al., v. United States of America.) 

A power created by will under which the donee was authorized to appoint 
by “any last will or testament’’ any person whomsoever he wished, was held 
to be a general power of appointment and the property devised under such 
general power to appoint was held taxable to the decedent’s estate under sec. 
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402, act of 1918. (United States circuit court of appeals, eastern circuit of 
Pennsylvania, Elsie Whitlock Rose, executrix, v. Blakeley D. McCaughn.) 

A court may grant injunctive relief when the collector has notified a taxpayer 
that he will collect under the oleomargarine statute a tax on a product which a 
federal court, from whose decision no appeal was taken, had decided was not 
subject to the tax, and the taxpayer has no adequate remedy at law. (United 
States district court, district of Rhode Island, Higgins Manufacturing Company 
v. Frank A. Page.) 

Amounts embezzled by an employee over a period of years are not deductible 
in a subsequent year when the loss was discovered by the taxpayer. (United 
States B. T. A. docket 7091, J. H. Farish and Company v. Commissioner.) 

That a partnership, of which a corporation is a member, is not a partnership 
and should not be taxed as such is not an absolute rule, and in the absence of 
evidence as to the corporation involved, the commissioner’s action in taxing the 
taxpayer as a partnership was not disturbed. (United States B. T. A. ruling.) 

Debts ascertained to be worthless but not charged off were allowed as a de- 
duction to a corporation which had ceased keeping books after the sale of its 
assets and discontinuance of its business, except to collect outstanding ac- 
counts. (United States B. T. A. docket 9079, Sumter Coca Cola Bottling Com- 
pany v. Commissioner.) 

Bonuses credited in 1920 to officers and employees upon the books of a cor- 
poration which did not have on hand during the year sufficient cash or assets 
convertible into cash to pay such bonuses are not taxable to them in such years 
when they had neither the use nor the enjoyment thereof. (United States 
B. T. A. dockets 10806, 10875, H. Benjamin Marks and Isaac Marks v. Com- 
missioner.) 

Imposition of penalty for filing false and fraudulent returns for 1920 and 1921 
is not warranted where inaccuracies resulted when taxpayer estimated his in- 
come because of serious illness and loss of records. (United States B. T. A. 
docket 11148, Mr. & Mrs. W. D. Collins v. Commissioner.) 

Expenses incurred and paid in prior years are not deductible in a later year 
in which was reported the income, in the earning of which such expenses were 
incurred. (United States B. T. A. docket 4611, J. Noble Hayes v. Commis- 
sioner.) 

Uncollectible fees which have not been reported as income are not deductible 
as bad debts. Where a legal remedy is being actively pursued to recover it, a 
debt may not be deducted. (United States B. T. A. docket 4610, J. Noble 
Hayes v. Commissioner.) 

Depreciation of 25% was allowed on oil-well drilling tools and equipment 
based upon the average life of such tools in the field where operations were con- 
ducted as shown by experience. (United States B. T. A. docket 3465, E. B. 
Miller v. Commissioner.) 

Depreciation allowed by the commissioner must be approved in the absence 
of evidence showing that he had erred. (United States B. T. A. docket 8158, 
West End Pottery Co. v. Commissioner.) 
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AMERICAN INSTITUTE EXAMINATIONS 


(Note.—The fact that these solutions appear in THE JOURNAL OF ACCOUNT- 
ANCY should not cause the reader to assume that they are the official solutions 
of the board of examiners. They represent merely the opinions of the editors 
of the Students’ Department.) 


EXAMINATION IN ACCOUNTING THEORY AND PRACTICE—PArT II (continued) 


May 20, 1927, 1 P. M. to 6 P. M. 
No. 3 (20 points): 

The capital stock, authorized and outstanding, of the Sabine Corporation 
consists of 3,000 shares of 6% cumulative preferred stock and 7,500 shares of 
common stock, all being of the par value of $100 each. The former is pre- 
ferred both as to capital and to dividends, and the preferred dividends, pay- 
able June 30th and December 31st, have been paid to December 31, 1925. 

The balance-sheet, as of December 31, 1926, prepared by the company, 
was as follows: 


Assets 
Current assets: 
a ae tae ds we ecamnene ae $23,000 
Customers’ accounts receivable............ . $147,500 
Less: Reserve for bad debts................... 2,500 
- 145,000 
Inventories at cost: 
Raw materials and supplies.............. $95,000 
Manufactured goods and goods in process... ... 167,000 
Total current assets........ ake $430,000 
es Nala sw aaa earew aie has ad jee anane 1,700 
Fixed assets: 
cna Th hog acne an oc Re > ee eee eee 75,000 
a kn oi ate mee ; eee ee 
Machinery and equipment... .. xatnene ast haan a 560,000 
885,000 
Less: Reserve for depreciation............. 210,000 
--- 675,000 
EES ats ste ciate Kx eels hay ae oe a De . $1,181,700 
Liabilities 
Current liabilities: 
Notes payable—banks.................. wahageas $125,000 
Accounts payable—trade creditors......... , 204,200 
Accrued liabilities—interest and state taxes....... 7,500 
Total current liabilities. .............ccccc: $336,700 
Meperve SOF CORTINOMCIOR. . ow... wet ccc cc cceee 50,000 
Stockholders’ equity: 
Excess of assets over liabilities.................. 795,000 
CS a a ee ea oe ee ee ot $1,181,700 
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You are required to comment on the statement (balance-sheet), as presented 
and to make such changes in form as you consider appropriate or desirable. 
Solution: 

It is believed that the following balance-sheet presents the financial condition 
of the Sabine Corporation more clearly and somewhat more correctly than the 
one prepared by the company. 


SABINE CORPORATION 
Balance-sheet, December 31, 1926 


Assets 
Current assets: 
I a ste #8 dnw aa mana ele aveaads $23,000.00 
Accounts receivable— 
ee Perr $147,500.00 


Less: Reserve for bad debts. . 2,500.00 145,000.00 
Inventories (at cost): —_—_———_——_— 
Manufactured goods and 
goods in process........ $167,000.00 
Raw materials and supplies 95,000.00 262,000.00 $430,000.00 





Prepaid expenses............. 1,700.00 
Fixed assets: 
OO Rr ee re ee roan ee $75,000.00 
Buildings, machinery and 
equipment: 
ee oe $325,000.00 
Machinery and equipment. 560,000.00 


RN 64. 40d axena ee $885,000.00 


Less: Reserve for deprecia- 
NG. 6 vecunsdeweeetes 210,000. 00 675,000 .00 750,000 .00 





$1,181,700.00 
Liabilities and net worth 
Current liabilities: 


Notes payable—bank....... $125,000.00 
Accounts payable—trade.. .. 204,200.00 
Accrued interest and state 


rrr ertTyT rte Te 7,500.00 $336,700.00 


Net worth: 
Capital stock— 
Preferred—6% cumulative 
3,000 shares of a par value 


of $100 each. .......... $300,000. 00 
Common— 
7,500 shares of a par value 
OF SOOO GHON. c ccccccccs 750,000.00 $1,050,000.00 
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Less: 
Deficit— 
(Dividends in arrears on the 
preferred stock at Decem- 
ber 31, 1926, amounted 
to $18,000, representing 
the dividends payable 
June 30, 1926, and De- 
cember 31, 1926)....... $205,000.00 $845,000.00 





$1,181,700.00 


The most important change in the balance-sheet is, of course, in the presenta- 
tion of the details of the net worth of thecompany. The existence of the deficit 
is a fact of major importance that is not shown by the balance-sheet prepared 
by the company. Furthermore, the way in which the ‘stockholders’ equity” 
and the reserve for contingencies are shown in that statement is such as to give 
an impression of financial strength and the appearance of an extra margin of 
safety in the shape of the reserve which are not supported by the facts in the 
case. 

It is assumed that the reserve for contingencies is one of a general nature 
which has been created as the result of an appropriation of surplus by formal 
resolution of the board of directors. There may be some question as to the 
propriety of eliminating this reserve from the balance-sheet in the absence of 
formal action on the part of the board of directors directing that the amount 
of the reserve be returned to surplus account. But it would seem of much 
more questionable propriety to show such a reserve under conditions making 
such a showing misleading to the reader of the balance-sheet. While the 
reserve may be left as it is readily enough and the deficit correspondingly in- 
creased, there is, in fact, no reserve for contingencies in the sense that the in- 
clusion of the item in the balance-sheet would indicate, namely, an excess of 
surplus available for the absorption of possible losses or costs of an unforeseen 
nature. 

In addition to the changes in the form of the balance-sheet, there should be 
some investigation, and perhaps comment, in regard to the following: 

(1) Whether the market value of the inventories, if ascertainable, is lower 

or higher than cost and, if lower, the reason for stating them at cost. 

(2) Whether it is possible to show separately the amounts of the inventory 

of raw materials and the inventory of supplies and whether supplies 
may not be more appropriately included with prepaid expenses. 

(3) Whether it is possible to separate the inventory of manufactured goods 
from that of goods in process. 

(4) Whether it is possible to ascertain the amounts of the reserve for depre- 
ciation applicable, respectively, to buildings and to machinery and 
equipment. 

No. 4 (20 points): 

Two firms of lawyers—J & K and L & M—decided to amalgamate as at 
January 1, 1926. 

J & K have receivable accounts $8,000, furniture valued at $5,000 and a 


law library worth $2,500. L & M have receivable accounts $5,500, furniture 
valued at $3,500 and a law library worth $1,500. 


296 























































Students’ Department 








Each firm introduces $5,000 cash, as working capital, and pays off its own 
liabilities prior to the amalgamation. 

The firms guarantee their respective accounts receivable and are to be 
charged with losses on collection. It is further agreed that each firm shall 
have a preferential claim of 20% on the gross fees billed during the year 1926 
to their own clients. The balance of the net earnings, after charging all 
expenses, is to be divided as follows: J 35%, K 25%, L 25%, M 15%. The 
shares of the partners in the assets of the amalgamated firm are to be in the 
same proportions. 

The shares of the partners in the preferential claims of 20% are to be: 
J seven twelfths, K five twelfths, L five eighths, and M three eighths. 

The accounts for the year ended December 31, 1926, showed total earnings 
of the firm as $65,000, of which $30,000 came from J & K’s clients, $25,000 
from L & M’s clients and $10,000 from new clients. Accounts receivable 
unpaid (included in the $65,000) amounted to $15,000. 

The loss on collection of the original accounts receivable averaged 7% on 
J & K’s accounts and 4% on those of L & M. 

Personal withdrawals, which were to be treated as advances against net 
earnings and not as salaries, were J $5,000, K $6,000, L $3,000 and M $4,000. 
No interest was to be charged on withdrawals and none allowed on capital. 

Working expenses for the year amounted to $20,000. 

After depreciating all furniture 15% and each library 30% for the year, 
prepare accounts showing the distribution of net earnings and a balance-sheet 
as of December 31, 1926. 


Solution: 
The following explanation of adjustments applies to the working papers 
given on pages 298 and 299. 





J, K, L, anp M 
Explanation of adjustments 
(1) Gaeet etrtiinas Gat Sl yo socks isc s ev ccacnens $65,000.00 
(2) Collections on above earnings............... $50,000 . 00 
(3) Bad debts applicable to accounts receivable 
taken over: 
J&K 
re ery errr $560.00 
Charged: 
1"5 i Pe ee er a i eee $326.67 
SL Serer re err 233.33 
L&M 
rere re er 220.00 
Charged: 
DRM. dik sc onicknes tatew ae eee 137.50 
SEs s <a s- sk cnnnsngucckaeee eee 82.50 
| Ere rr $780.00 
(4) Collections on original accounts receivable... .. $12,720.00 
(5) Drawings of partners: 
© 1.4 6'd-5 GaN eA Re Reta ha $5,000.00 
bi ks:4 hea kane ckaeaentengac hese keene 6,000.00 
fas kd cs dndn do +kanenkeensseksleneaee 3,000 .00 
Di ikviw xcea eine ae Raed Coe eg eee ee 4,000.00 


ME vo vccccenshssaneeeramiagees $18,000.00 


rngoenn—— 


——_ 
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J, K, L,&M 


Working papers for the year 


Trial balance—January 1, 1926 


Debits Credits Adjustments 
J&K L&M Total Dr. Cr. 
Cash , $5,000.00 $5,000.00 $10,000.00 (2) $50,000.00 (5) $18,000.00 
(4) 12,720.00 (6) 20,000.00 
Accounts receivable. . 8,000.00 5,500.00 13,500.00 (1) 65,000.00(2) 50,000.00 
(3) 780.00 
(4) 12,720.00 
Furniture . §,000.00 3,500.00 8,500.00 
Law library 2,500.00 1,500.00 4,000.00 
Capital accounts: 
J 35% $12,600.00 (3) 326.67 
(5) 5,000.00 
K 25%.. 9,000 . 00 (3) 233.33 
(5) 6,000 .00 
L 25% 9,000 . 00 (3) 137.50 
(5) 3,000.00 
M 15% 5,400 . 00 (3) 82.50 


(5) 4,000 .00 


$20,500.00 $15,500.00 $36,000.00 $36,000.00 


Gross earnings (1) 65,000.00 
Working expense (6) 20,000.00 
Depreciation: 
Furniture . . ; (7) 1,275.00 
Ee (8) 1,200.00 
Reserve for depreciation: 
Furniture...... , (7) 1,275.00 
RE (8) 1,200.00 
Net earnings for period . . 


$168,975.00 $168,975.00 
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PARTNERSHIP 


ended December 31, 1926 


Distribution of 





Earnings and expenses net earnings Balance-sheet 
Dr. Cr. Dr. Cr. Dr. Cr. 
$34,720.00 
15,000.00 
8,500.00 
4,000 .00 
(9) $3,500.00 
(10) 11,033.75 $21,807.08 
(9) 2,500.00 
(10) 7,881.25 13,147.92 
(9) 3,125.00 
(10) 7,881.25 16,868.75 
(9) 1,875.00 
(10) 4,728.75 7,921.25 
$65,000.00 
$20,000 .00 
1,275.00 
1,200.00 
1,275.00 
1,200.00 
42,525.00 (9) $11,000.00 
(10) 31,525.00 
$65,000.00 $65,000.00 


$42,525.00 
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(6) Working expenses paid..............20e0005 $20,000.00 
(7) Depreciation on furniture at rate of 15% per 
ems. Cet Bre. GO). .n cc cccccccccce $1,275.00 
(8) Depreciation on library at rate of 30% per 
annum. (Cost $4,000.00) . eee $1,200.00 
(9) To record preferential siete 0 as ition 
J&K 
SS ee oe Oe .. $30,000.00 
20% thereof........ nie Geer .. $6,000.00 
Distribution: 
SS, SS pbwiewaewlddee bes $3,500.00 
SS Serer ks iad bats. 2,500.00 
L&M 
er ain wehbe waenesa .... $25,000.00 
20% thereof......... eng ....... $5,000.00 
Distribution: 
0. Sg Siecins cna ee Pee 3,125.00 
3%6toM....... waacinbiew duane 5 ee eles anieitss 
PE: chet sdaddwrethawvaesegesdeeas $11,000.00 


(10) Balance of net earnings after distribution on 
basis of preferential claims distributed as 


follows: 
ere _ $11,033.75 
= eee pbwnkat ; 7,881.25 
a | ta ee eae 7,881.25 
rere. eee errr - 4,728.75 


Exhihit “A” 
J, K, L, anp M 
Statement of earnings and expenses for the year ended December 31, 1926 


Gross earnings... .. 5 dee e'G awash 2 Send $65,000.00 
Deduct: 
Expenses— 
Working expenses................ $20,000 . 00 
Depreciation: 
PPUPMMRUIS. on ccc ccccccccncs SL2Z75.00 
IG) 2 ghinsiinaanWnn sdanee ce 1,200.00 2,475.00 22,475.00 


Net earnings for the period............ $42,525.00 
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Distributed as follows: 
Preferential Balance of 
claims net earnings Total 
Ds np ps amebbadeuesade $3,500.00 $11,033.75 $14,533.75 
eT Seer eed! 2,500.00 7,881.25 10,381.25 
ASE eer a 3,125.00 7,881.25 11,006.25 
Rn a een ime 1,875.00 4,728.75 6,603.75 











a eee 





$31,525.00 $42,525.00 


Exhibit ** B" 
J, K, L, anp M 


Statement of partners’ capital accounts for the year ended December 31, 1926 











J K L M Together 
Balance, January 1, 1926 . $12,600.00 $9,000.00 $9,000.00 $5,400.00 $36,000.00 
Distribution of net earnings 
(exhibit ‘‘A’’): 
On basis of preferential 
gs £6ckne ake ‘ 3,500.00 2,500.00 3,125.00 1,875.00 11,000.00 
Balance of net earnings... .. 11,033.75 7,881.25 7,881.25 4,728.75 31,525.00 
ee — . $27,133.75 $19,381.25 $20,006.25 $12,003.75 $78,525.00 
Deduct: 
Loss on collection of original 
accounts receivable... . $326.67 $233.33 $137.50 $82.50 $780.00 
Drawings , 5,000 . 00 6,000 .00 3,000 . 00 4,000.00 18,000.00 
Total... ‘ $5,326.67 $6,233.33 $3,137.50 $4,082.50 $18,780.00 





Balance, December 31, 1926. $21,807.08 $13,147.92 $16,868.75 $7,921.25 $59,745.00 





Exhibit “C" 
J, K, L, anp M 
Balance-sheet, December 31, 1926 





Assets 
Current assets: 
inc sk: drdh kad bieccdend bath cemeapas eee $34,720.00 
SE CRIES. o. bs. ds vc cee nen dawakeeaeeee 15,000.00 
Capital assets: 
PS bo ck cs akadab at ecee ome arenes $8,500.00 
Less: Reserve for depreciation.............+. 1,275.00 7,225.00 
ID: i cccecdancbiusdanes<eseweseaueee $4,000.00 
Less: Reserve for depreciation.............6. 1,200.00 2,800.00 
$59,745 .00 
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Net worth 
Capital accounts (exhibit ‘‘B’’): 
 iidy maee whe dae OER AEA US he wccoeeueiKe dine $21,807 .08 
Me Fan tte 5 do en cc end & Pe eee On eae 13,147.92 
Se ee Pee 8 ee ee 16,868.75 
EERO E ROE srs ne ty het een 7,921.25 $59,745.00 





$59,745.00 


No. 5 (32 points): 

On December 31, 1926, all the outstanding stock of a corporation (5,000 
shares, common, having a par value of $100 a share) was owned by two stock- 
holders, one of whom (Smith) held 4,500 shares and the other (Brown) 500. 
Earned surplus amounted to $450,000. 

To enable Smith to retire from the business and to place Brown in control, 
a recapitalization was effected in the following manner: 

An appraisal of the plant—real estate and machinery—was made, the result 
being an increase in sound value thereof over the net book value of $1,000,000. 
Six per cent. sinking-fund gold bonds for $1,000,000, secured by a first mortgage 
on the plant, were issued at a cost to the corporation of $115,000, representing 
discount and expense, and with the proceeds therefrom Smith’s stock was 
purchased by the corporation and taken into the treasury at an agreed price 
of $250 a share. Such treasury stock was then voted out in the form of a 
dividend in stock to Brown. The corporation then called in all Brown's 
stock and issued to him in return 500 shares of new preferred stock having a 
par value of $100 a share and 30,000 shares of new common stock having 
no par value. 


(a) Formulate the journal entries you would use to record the foregoing 
transactions; 


(b) Submit a statement showing the aggregate capital, after refinancing, 
and the amount of each class thereof, i. e. funded debt, preferred stock, com- 
mon stock and surplus (if any). Explain the method used in assigning a 
value to the no-par common stock. How much, if any, of the original earned 
surplus of $450,000 could, in your opinion, be retained as surplus available for 
dividends? Give reasons for your decision. 


NotE.—The corporation being dealt with was incorporated in a state in 
which there is no law governing the nominal value of no-par- 
value stock. 


(c) Regardiess of the amount of depreciation of fixed assets allowable as a 
deduction from gross income for tax purposes, state (1) on what plant value 
you would base depreciation to be charged on the company’s books, (2) what 
proportion of such depreciation you would charge against operations and (3) 
what proportion, if any, of such depreciation you would charge against no-par- 
value common stock or earned surplus, or both. Give reasons for your de- 
cisions. 

Solution: 

It is assumed that the excess of the appraised sound value over the book 
value of the plant is the result of appreciation in value and not of excessive 
charges for depreciation or of charges to expense for capital expenditures 
in the past. 

(a) Journal entries as of December 31, 1926: 

(1) 
PRONE GUbRPS MAE TMACRIMETY . . 5. 5 ccc ccc ccc ccc $1,000,000 
Capital surplus arising from revaluation of assets $1,000,000 
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To record the excess of the sound value of real 
estate and machinery over the book value thereof 
as disclosed by appraisal made by as of 
December 31, 1926. (Both the asset accounts and 
the corresponding depreciation reserve accounts 
would probably require adjustment.) 





(2) 
oer arent eer et. $885,000 
Bond discount and expense...................4. 115,000 
6% sinking-fund first-mortgage bonds......... $1,000,000 


To record issue of the company’s bonds secured 
bya first mortgage on the real estate and machinery. 


Since the problem states that Smith’s stock was purchased with the proceeds 
from the sale of the bonds, it may be meant that the stock was actually pur- 
chased for $885,000 but that it was taken up on the books at $250 a share. 
However, other portions of the wording would appear to leave little doubt 
that the price of $250 a share represented the cost of the stock as well as the 
amount at which it was taken up on the books of the company. Moreover, 
there would seem to be no object in taking up the stock at more than its cost. 
Any credit to a surplus account as a result of such action would be offset by a 
charge of the same amount when the treasury stock was disposed of either as a 
stock dividend or by sale. It is assumed, therefore, that the cost of the 
stock was $1,125,000 and that the balance of cash not provided by the pro- 
ceeds from the sale of the bonds came from other cash of the company. 

The following entry may, then, be made to record the acquisition of the stock: 


Wee Ga kins cas 0 snedaoene hase aeeeseelee $450,000 
Premium paid on treasury stock................. 675,000 
SA +.06kh00es spnadedeabbeesdeseanabannens $1,125,000 


To record the purchase of 4,500 shares of the com- 
pany’s capital stock from Smith at $250 a share. 


The entry recording the stock dividend of $450,000 will depend upon 
whether the dividend is considered as being paid from capital surplus arising 
as a result of the revaluation of the plant or from earned surplus or in part 
from each. The decision as to the source of the dividend would rest with the 
board of directors. There are at least three views which may be taken of 
the matter: 

First, the capital surplus may be held to be not properly subject to dis- 
tribution either in whole or in part as a stock dividend. Some accountants 
hold that a stock dividend is legal only when a cash dividend would be legal 
if distributed from the same source, that a cash dividend may be legally paid 
only from realized profits, that appreciation in the value of an asset does not 
represent a realized profit, and that, therefore, a stock dividend paid from the 
so-called capital surplus arising from the revaluation of assets would be illegal. 

Second, not only may the capital surplus be considered a proper source of 
distribution of a stock dividend, but it may also be considered that a stock 
dividend should be charged thereto until such surplus is exhausted before any 
charge is made to earned surplus. Accountants who take this view hold that 
the payment of a stock dividend to the extent of the appreciation of the prop- 
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erty is the most accurate expression of the real significance of such apprecia- 
tion, namely, that it represents additional capital. Moreover, the use of the 
entire appreciation surplus for the payment of a stock dividend insures that 
none of it will be utilized for the payment of a cash dividend. 

Third, if it be assumed that a stock dividend can properly be paid from either 
earned surplus or capital surplus, the dividend may be apportioned between 
the two surplus accounts in some manner. 

Having recorded the payment of the stock dividend by a debit to one or 
both of the surplus accounts and a credit to treasury stock, we have still 
to dispose of the premium of $675,000. Obviously, the disposition of the 
premium must depend upon the treatment of the stock dividend. Included 
among the possibilities are the following: 


(1) If the directors elect to charge the stock dividend to earned surplus, 
there will remain only the appreciation surplus against which to charge 
the premium. But if it is not regarded as a proper charge against such 
surplus, the premium account will have to be carried in the accounts 
indefinitely, and in subsequent balance-sheets it should be deducted 
(virtually as a deficit) from the total stock and surplus to show the net 
worth. 

(2) Following the idea that capital surplus of the nature here involved, 
while chargeable with the payment of a stock dividend, is not available 
for writing off the premium paid on the treasury stock, $450,000 of the 
premium can be written off against earned surplus leaving $225,000 to 
appear as a deficit. 

(3) Under the view that the capital surplus may be properly utilized 
either as the source of the stock dividend or for the purpose of writing off 
the premium, the stock dividend and $550,000 of the premium can be 
charged against the capital surplus, leaving the balance of che premium, 
$125,000, to be charged to earned surplus. 

(4) On the theory that the premium paid on the stock purchased from 
Smith represented payment to him for his interest in the earned surplus 
of the company and in the excess of the sound value of the plant over the 
book value thereof, the premium might, after the stock dividend is 
charged to capital surplus, be apportioned between capital surplus and 
earned surplus in some manner. 


Whatever view may be taken as to the proper treatment of the stock dividend 
and the premium paid on the stock purchased from Smith, however, the fact 
remains that the whole transaction presents the appearance of a cash distri- 
bution to Smith, in excess of the book value of his stock, made principally from 
unrealized appreciation in the value of the plant. It may be, therefore, that 
instead of the entry that has been given for recording the purchase of Smith’s 
stock, the following would more nearly present the interpretation which the 
board of directors may desire to place upon the matter: 
Na 55k a di an ds one We pee PR ER EKER TS $1,125,000 
gas Sc obhdebedh teddies es ohne ane Kes $1,125,000 
To record the purchase of 4,500 shares of the 

company’s capital stock from Smith at $250 a 

share. 
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While, ordinarily, it is preferable to take up treasury stock at the par value 
thereof, it is permissible to carry the stock at cost when it is to be held only 
temporarily. 

The stock purchased from Smith being taken up at cost, the stock dividend 
would then be treated as one of $1,125,000 and charged in accordance with the 
view taken as to the proper disposition thereof. 

There are, as has been indicated, conflicting views as to whether or not a 
stock dividend may legally be paid from capital surplus arising from unrealized 
appreciation in the value of assets. The risk that such dividends may be 
illegal is, however, extensively taken in practice. It would seem advisable 
to take the risk in this case by charging the stock dividend as follows: 


Capital surplus arising from revaluation of assets $1,000,000 
Wash CHORE: oo. 656 Bose Se Tees 125,000 
THES TEE. ov. 6.0 55k ck vedsbnssebardeenen 
To record issue as a stock dividend of 4,500 
shares of treasury stock purchased from Smith, in 
accordance with resolution of the board of directors 
dated ’ 


By so treating the stock dividend, the board of directors indicates that it 
adopts that interpretation of appreciation surplus which holds it to be a proper 
source of a stock dividend. The action of the board of directors in purchasing 
Smith's stock and reissuing it to Brown as a stock dividend is thereby pre- 
sented as a case of using appreciation surplus for the payment of a stock 
dividend rather than as the source of a cash distribution to Smith of more than 


the book value of his stock. 
The entry to record the change in capital stock would be as follows: 


CRI, 0. 6 0:0 dd0nsendeecscdtnstsieeeeee $500,000 
Costin GRRE CIE, 0.0 oi ctncccescutantesahans 
Capital stock, common, no par value.............. 
To record the issue, in exchange for the 5,000 shares 

of outstanding common stock of a par value of $100 each, 

of 500 shares of new preferred stock of a par value of $100 

each and 30,000 shares of new common stock of no par 


value. 


$1,125,000 





$50,000 
450,000 
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(b) The aggregate capital after refinancing and the amount of each class 
thereof under some of the possibilities enumerated would be as follows: 
(1) 
Stock dividend—$450,000 
Premium paid on treasury stock—$675,000 
Stock dividend 




















chargeable to earned Stock dividend chargeable to 
surplus capital surplus 
Premium 
Premium Premium apportioned 
Premium not not Premium between 
chargeable chargeable chargeable chargeable earned and 
to capital tocapital tocapital to capital capital 
surplus surplus surplus surplus surplus 
Funded debt. ... . .. $1,000,000 $1,000,000 $1,000,000 $1,000,000 $1,000,000 
Net worth: nines apie 
Preferred stock... és $50,000 $50,000 $50,000 $50,000 $50,000 
No-par common stock 450,000 450,000 450,000 450,000 450,000 
a cecien”  weeeae simatic sci dubs 325,000 
Capital surplus arising from * 325,000 
revaluation of assets. ... 325,000 1,000,000 550,000 
Total. jen $825,000 $1,500,000 $1,050,000 $825,000 $825,000 
Less: Premium paid on 
stock acquired from 
ere sod 675,000 a. éiedes  «. dene 
Net worth..... ae $825,000 $825,000 $825,000 $825,000 $825,000 








Total capital..... ..«ee« $1,825,000 $1,825,000 $1,825,000 $1,825,000 $1,825,000 


Note.—In the event the board of directors should apportion the stock dividend between 
earned surplus and capital surplus, the disposition of the premium would be 
modified accordingly. 

















(2) 
Stock dividend—$1,125,000 
Chargeable 

to capital Apportioned 

Chargeable surplus between 

to earned to extent earned and 

surplus thereof — capital 
only then to surplus 
earned 
surplus 
Funded debt. . ee . . .... $1,000,000 $1,000,000 $1,000,000 
Net worth: — ae — 

Preferred stock $50,000 $50,000 $50,000 
No-par common stock ; 450,000 450,000 450,000 
Earned surplus oy) gees ero 
Capital surplus arising from revaluation of * 325,000 
assets.... ‘ danas eens ce  # -dssatew ~ <ceemeee 
Total err tiewean ... $1,500,000 $825,000 $825,000 

Less: Deficit . bieaumetees ; i a  sneces i. ‘s#esa 
Net worth jeer ; $825,000 $825,000 $825,000 

Total capital....... F .. $1,825,000 $1,825,000 $1,825,000 


* Balance of earned surplus and capital surplus combined. 
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The value assigned to the no-par-value common stock is the difference be- 
tween the par value of the old capital stock and the par value of the new pre- 
ferred stock. It is determined thus: 


Par value of old stock—5,000 shares at $100................. $500,000 
Par value of new preferred stock—500 shares at $100......... 50,000 
Balance, representing the value assigned to new no-par-value 

common stock (30,000 chase) ..i.c ic cc o'iss cecdveeaeeueuses $450,000 


In the absence of any action on the part of the board of directors or the stock- 
holders changing the amount of the capital stock, it would seem that $450,000 
is the only value that can be legally assigned to the no-par-value common 
stock. Should there be a stock dividend declared with the change to no-par- 
value stock or should the fixed capital be reduced by proper action, the value 
assigned would have to be adjusted accordingly. 

The reference to there being no law governing ‘‘the nominal value of no-par- 
value stock” is assumed to mean that there was no law setting any minimum 
amount per share as the requiied paid-in value of no-par-value stock. 

The amount of the original earned surplus which can be retained as surplus 
available for dividends will depend upon the decision made as to the source of 
the stock dividend and, if the stock dividend be declared in the amount of the 
par value of the stock, as to the method of treating the premium paid on 
treasury stock. The amounts under the various possibilities enumerated are 
shown in the above tabulation of aggregate capital. 

(c) (1) and (2) Depreciation should be based upon such a value and com- 
puted at such a rate that the total charge to operations during the remaining 
useful life of the assets will equal the reproduction cost new, less the amount of 
the present depreciation reserve and less the residue, if any, of the capital 
surplus arising from revaluation of the plant. (3) There is no accounting 
principle that would appear to require that any portion of the depreciation be 
charged against the no-par-value common stock nor is there anything in the 
circumstances of this problem that would indicate such a necessity. 

Earned surplus would not be chargeable with any of the depreciation for the 
reason that no credit has been made to that account because of the appreciation 
in the value of the property. 
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ACCOUNTING, ITS PRINCIPLES AND PROBLEMS, by Henry Ranp 
SIATFIELD. D. Appleton & Co., New York. 548+-xviii pages. 


In Accounting, Its Principles and Problems, Professor Hatfield has combined 
real scholarship with a vision and literary style unusual in the literature of 
accounting. This book may be considered a critical survey of existing litera- 
ture on the principles of accounting; but it is more than that—it contains the 
gist of more than one hundred and thirty court decisions as they deal with 
accounting matters. Furthermore, numerous references to statutes, com- 
mission rulings, internal-revenue regulations, corporation reports, and so forth, 
make this, in the opinion of the present reviewer, the most important single 
book on accounting that has yet appeared. 

Accounting, Its Principles and Problems is in reality a revision of Professor 
Hatfield’s earlier classic, Modern Accounting. Eighteen years have elapsed 
since the appearance of Modern Accounting—a rather unusual circum- 
stance in view of the volumes of material which are annually coming from 
the press. A prominent eastern educator remarked to the reviewer this 
past summer that at present it required a great deal more judgment and 
wisdom not to write than to publish the sort of books that are generally appear- 
ing—lI believe he is right. One thing which this young and rapidly growing 
profession of accounting apparently has not learned is that good books can not 
be written in a month, or even within a year. Recently the literature of ac- 
counting has become somewhat like modern fiction; out of the mass of material 
which appears each year we may find one, or at most a few, books that will 
last. Professor Hatfield and accountancy are to be congratulated that 
Accounting, Its Principles and Problems did not appear until it could come forth 
a finished product of research and genuine scholarship. 

This does not mean, however, that the present reviewer or any other reader 
need necessarily agree with allstatements made. Such matters as terminology, 
bases and methods of valuation, what is profit and when is it realized, profit 
available for dividends, surplus, reserves, and so forth will always call forth 
differences of opinion—intelligent differences of opinion denote a healthy 
condition within the profession. Any reader who peruses these chapters 
carefully, however, must be impressed with the material presented, and in the 
majority of cases will probably be given a new appreciation of the whole science 
of accounting. 

It is not the purpose of the reviewer to attempt any criticism of detailed 
portions of the book. There is so much that is excellent in it that criticism is 
largely out of place. In order, however, to give an idea of the full scope of the 
work the chapter headings are given: 


I. The balance-sheet 
II. Assets and their valuation 
III. The valuation of particular assets 
IV. Intangible assets 
V. Depreciation: General considerations 
VI. Depreciation: Methods of calculation 
VII. Capital stock I 
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VIII. Capital stock II 
IX. Liabilities 
X. The problem of profits 
XI. Dividends and capital losses 
XII. Profits available for dividends 
XIII. Surplus and reserves 
XIV. Surplus: Its appropriation, investment and distribution 
XV. Sinking funds 
XVI. Trading, manufacturing and income accounts 
XVII. Problems of the income account 
XVIII. Cost accounts 
XIX. Partnership accounts: Organization 
XX. Partnership accounts: Liquidation 
XXI. The statement of affairs and deficiency account 
XXII. Consolidated balance-sheet 
XXIII. Interpretation of the balance-sheet 


In addition to these chapters there are some sixty-five pages of questions 
and short problems, arranged to correspond with the several chapters of the 
text. These questions and problems are thought-provoking, and will un- 
doubtedly cause the book to be rather widely used among teachers of advanced 
classes in the theory of accounts. 

The present volume has omitted the introductory chapters of Modern 
Accounting dealing with debit and credit, and has begun with a discussion 
of the balance-sheet as a whole. This method of presenting the subject has 
become very widely used in colleges of commerce throughout the United 
States. Other new features which appealed to the present reviewer related to 
the rather exhaustive discussion of income and surplus and the problems of the 
income statement, a chapter on the consolidated balance-sheet, and one on the 
interpretation of the balance-sheet. In practically any of these chapters may 
be found points with which many readers will take exception; nevertheless 
Professor Hatfield has produced a book which deserves the very highest com- 
mendation, and which without doubt will soon be found in the library of nearly 
everyone interested in accounting. 

J. HuG# Jackson. 


CORPORATIONS DOING BUSINESS IN OTHER STATES, by H. A. 
HARING. The Ronald Press Co., New York. 302 pages. 


It is entirely appropriate that Corporations Doing Business in Other States 
should have been sent to a southern state for review at this season, when so 
many of us have been reading invitations from each of the forty-eight states 
to spend our holidays within its borders and have been weighing advantages 
and economies one against the other, for the object of the book is to inform 
the reader of the advantages and disadvantages offered by each of those 
forty-eight states to the corporation desiring to do business therein. 

The importance of this information grows greater yearly, as corporations 
increase in number and importance, as requirements become more and more 
numerous, and as the lawmakers throughout the country appear to desire to 
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compete with some of the lower forms of animal life in the number of their 
progeny. 

The whole question is peculiarly an American one, for nowhere else in the 
world does one nation present the picture of forty-eight sets of laws to which 
one corporation may be subject if it engages in nation-wide business. 

It seems almost a perversion of the English tongue today that a company 
organized in Missouri is a “ domestic" corporation in St. Louis and a “ foreign” 
corporation in East St. Louis, yet many such instances occur and the principle 
extends throughout the entire country, for business refuses to be confined by 
any river, or other boundary, which happens to form the frontier of a state. 

The book contains only ten chapters, each of which deals with a group of 
details falling under one head. 

Chapter I treats of “Foreign corporations and the comity of states.”’ It 
describes the difference between an individual and the “artificial person” 
known as a corporation and limits the discussion throughout the book to those 
matters affecting the general business concern, leaving out of consideration 
special corporations such as banks, insurance companies, public-utility com- 
panies and others of a special nature. 

The peculiarities of interstate commerce are explained, many pitfalls are 
pointed out and the safe courses are indicated. 

A second limitation is placed on the contents of the book, namely the restric- 
tion of the discussion to those matters which concern more directly the execu- 
tive officers who desire to qualify their corporation to do business in several 
states. Purely legal matters, such as those relating to service, to suits, to 
bankruptcy and so forth, are too voluminous, and too technical—they are the 
subjects for attorneys rather than for executives. 

Chapter II is entitled ‘State purpose to raise revenue.” It briefly discusses 
the right of a state to impose taxes and gives a short account of how this 
particular form of taxation of corporations has grown. Added to the desire 
to protect their own corporations many of the states have regarded the “for- 
eign” corporation desiring the privilege of doing business in their state as the 
goat—I can think of no other word which so well expresses the idea. The 
method of limiting such taxation, when it is so excessive as to affect interstate 
commerce, is also clearly explained. 

The definition of “doing business”’ is illustrated by interesting examples in 
chapter III, and the “ Restrictions upon average corporations’’ occupy chapter 
IV. 

Chapter V is important, for it describes the penalties exacted by each state 
from a corporation for violating the law and it contains a table of the punish- 
ment designed by each state, followed by a list of similiar penalties enforceable 
against the individuals representing a sinning state, and a third schedule 
showing the effects of neglect or omission upon the validity of contracts made 
by/with corporations which have disregarded the local provisions. 

“The designated agent in a state”’ is described in chapter VI which contains 
the pertinent requirements of each state, with the forms to be used in a number 
of states. 

There are forty-eight methods by which a foreign corporation may obtain 
the privilege to trade, each state having its own procedure. Some of the most 
elaborate are described in detail with forms, while the forty-eight requirements 
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are all shown in one table which gives full particulars as to the person to whom 
application must be made, the base, and the rate of taxation. 

After granting the privilege, many states demand an “Annual report and 
fees"’ to show what has been done, and these form the subject of chapter VIII, 
with another table showing the fees imposed by each state. This chapter also 
contains the forms necessary in those states requiring elaborate periodic reports. 

Chapters IX and X, entitled respectively “A levy difficult to avoid” and 
“Meeting the situation,” are by far the shortest in the book and together 
occupy only twenty pages. While such taxes can not be avoided, in some 
cases they may be minimized if the officers avail themselves of the information 
contained in the first eight chapters, and if the proper procedure be adopted. 

The above précis may lead the reader to think the book is dry or uninterest- 
ing, but such is not the case, for it contains so many examples of difficulties 
which have been brought to court. The cases of Armour Packing Co., Singer 
Sewing Machine Co., Western Union Telegraph Co., Mellins Food Co., Victor 
Talking Machine Co., Studebaker Corporation and many others are both 
interesting and instructive to the executive and to the student of economics. 

While the book deals mainly with facts, the reader can not fail to recognize 
the importance of the principles leading to those facts and the widespread 
confusion which exists. The results are such as Gulliver might have found, 
or such as might have been born in the fertile imagination of Sir William 
Gilbert, although it would have taxed the powers of Sir Arthur Sullivan to 
compose appropriate music, for there had not been invented in his time “jazz,” 
which seems to be the most suitable form of accompaniment. 

Unfortunately Mr. Haring holds out no hope for any immediate relief and 
his conclusions agree with those of the president of the National Conference on 
Uniform State Laws. 

The value of such a book depends upon the accuracy and the amount of detail 
it contains. The latter has been shown: no one person could certify as to the 
former but if the requirements of all states are reported as accurately as are 
those of Florida, they may safely be relied upon, until another crop of state 
laws is ripe for gathering—a condition to which the author is fully alive. 
Only three months since some modifications as to corporation agents were 
placed on the statute books in Florida. 

I have said that the book is interesting. I hope I have shown that it is 
useful, for surely there are few practising accountants who have not some 
clients interested in extending their businesses beyond the borders of their own 
state. WALTER MUCELOwW. 


PRINCIPLES OF ORGANIZATION APPLIED TO MODERN RETAIL- 
ING, by Paut M. Mazur, with assistance of Myron S. SILBErRT. Harper 
& Brothers, New York. 331 pages. 


At the request of the committee on the study of the fundamentals of retail 
organization of the National Retail Dry Goods Association, the author of 
Principles of Organization Applied to Modern Retailing undertook a survey of 
fourteen retail stores of varying sizes representative of all sections of the 
country and of all sizes of communities. In this work he had the active 
coéperation of the store executives and of the graduate school of business 
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administration of Harvard University, the latter in the prosecution of the 
field studies. 

The work was undertaken not to prove a preconceived theory but to deter- 
mine what in practice had given the most satisfactory results. The author 
recognizes the difficulties in carrying out any ideal plan of organization, due 
to the limitation of human material available or actually filling each position. 
He states: 

“The problem of personnel is as specific in character as the human 
material in each organization—and that knowledge is not available to 
an outsider. To include the personal factor would remove all possibility 
of general conclusions and substitute for them a psychological service 
to test the fitness of men in order to assign jobs. Each executive must 
determine the degree to which he must modify a theoretically logical 
organization to meet the needs of the material on hand. He can, how- 
ever, realize that a change in the principles upon which he should or- 
ganize his business should be made only for g reason. Moreover, ina 
structure which varies as continuously as the personnel of a business 
organization he can gradually find men who will fulfil the require:..ents 
which he has set forth for his ideal organization. That is really what an 
ideal organization is, a standard to be gradually approached rather than a 
mold into which all kinds of human materials should be poured to take at 
once a rigid form.” 


The ideal plan of organization is not in existence as a whole in any one store 
but brings together the best in use in all stores. Under this plan the organiza- 
tion is headed by a general manager whose function it is to decide general poli- 
cies and to codrdinate the activities of the four main operating division heads— 
the merchandise manager, the publicity manager, the store manager and the 
controller. Great stress is placed upon the fact that these division heads 
must be of equal rank. When it is recognized that in a great many stores the 
general manager is usually one who in the past devoted all his energies to 
merchandising and with whom merchandising is still looked upon as the only 
vital factor in the store, it will be seen how radical a change this form of or- 
ganization implies for many retail establishments. 

It is interesting to note that the author follows the modern trend with regard 
to the controller and pictures him as best serving the interests of the store by 
doing more than merely furnishing figures. He states that the controller “ will 
fulfil his greatest possibilities if he is an essential part of management, analyzing 
conditions, interpreting statistics, and forcing consideration of important facts 
and factors by other divisions and by the general management. Preparing 
figures, creating systems, he will develop fewer records for the sake of records 
and more systems that are useful aids to judgment if he is a party to the use of 
those records and systems. His outlook should be one of conservation— 
conservation of assets, funds and net profits. Although not so dramatic 
as the enthusiasm of sales promotion, his careful phlegmatic, critical attitude, 
if well directed, will render a valuable protection to general management, an 
excellent service to the net profits of future department-store operation.” 

Some portions of the plan of organization will be found with which the reader 
will not agree. In fact, some of the conclusions have already brought about 
animated discussion wherever department-store executives have gathered. 
On the whole, however, it is clear that the book represents a significant con- 
tribution to the increasing field of retail literature. Many changes in organiza- 
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tion have already been brought about as a result of the recommendations 
which it makes. It is a book that should be studied by those interested in 
retail distribution. 

J. P. FRIEDMAN. 


MULTIPLIERS FOR INTERMEDIATE YIELD RATES, by Artuur 
S. Lirr_e. Financial Publishing Company, Boston. 29 pages. 

FACTORS FOR TRUE VALUES TO THE EXACT DAY, by Artuur S. 
LitrLeE and FINANCIAL PUBLISHING CompPANy. Financial Publishing 
Company, Boston. 127 pages. 

In a little book of less than thirty pages, Mr. Little has multiplied the 
usefulness of the best bond tables by 500. The best bond tables show values 
at intervals of one-twentieth per cent. in the yield basis, but these multipliers 
make it feasible to compute accurately to the eighth or ninth place the values 
for 500 intermediate rates. 

The multipliers have been computed from the formula for interpolation, 
namely, 

n(n—1) n(n—1)(n—2) 
6+ 2h ft rr 2 ke 
2 6 
in which a, a, etc., are the successive orders of differences in the series a, 
and n is the interval to the required result. If the terms of the series a be 
designated A, B, and so on, 1 =A—B, a,=A—2B+C, and so on, and it is 
therefore possible to apply the coefficient of the differentials directly to the 
terms of the series themselves. The tables are the result of calculating and 
tabulating these coefficients for 500 values of n. 

By multiplying four successive values in any bond table by the four respec- 
tive multipliers prescribed, and adding the results, the value at any inter- 
mediate rate, such as 4.3617%, is accurately determined. As most of the 
multipliers contain nine digits, the scheme would be too laborious for practical 
application were it not for the fact that calculating machines are now in such 
general use. With the use of the calculating machine, however, the process is 
surprisingly simple. 

The scheme should be of tremendous value to all those who must calculate 
bond values in large units, whether it be the buyers and sellers of bonds or the 
accountants who must compute amortization with any degree of accuracy, 
and will fill a leng-felt want in all such cases. 

In the Factors For True Values To The Exact Day, the correct valuation for 
all yield rates usually given in bond tables, from 2.80% to 9%, are computed 
for each day in a six months’ period. In the ordinary way the value of a bond 
due in 28 years and 9 months must be found from the tables by getting the 
arithmetic mean between the values for 28% years and for 29 years. As the 
inaccuracy in this method may easily be as much as $200 on $1,000,000 of 
bonds, it is a matter of some moment to get the true value at the yield rate 
desired. Here, again, not only the buyer and seller of the bonds are aided, 
but also the accountant who attempts to apportion amortization accurately 
over the life of the bonds and to the respective fiscal periods when these differ 
from the coupon dates. The factors are also of use in any other financial 
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transaction involving the amount or present worth at compound interest for an 
odd period. 

The typography of both books is admirable. The type in The Multipliers 
is very large and heavy-faced, and neatly spaced both horizontally and ver- 
tically, so as to make it very easy for the eye to follow. The type used in 
the Factors For True Values is also bold-faced, clearly legible type. This 
feature will be appreciated by those who must use bond tables with any 
frequency. 

F. C. BELSER 
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